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In 2012, Sun Bancorp, Inc. advanced its Ieadership role in the financial services industry through the continued
execution of our corporate strategy to strengthen and grow the Gompany. Our collective achievements this
past year in rebuilding the strength of our balance sheet and diversifying our revenue sources have enabled
Sun to reinforce its position as a banking leader in the marketplace. Our vision is to be New Jersey’s premier
statewide bank, providing the core praducts and services that our customers need to achieve their financial
goals. Our accomplishments.in 2012 put us closer to achieving that vision.

Despite ongoing challenges in the financial services industry — including a lingering soft economy, sweeping regulatory
change, intense competition among banks, .and an environment of low interest rates and tight margins — Sun has continued
to execute on its strategy to improve asset quality, build a solid foundation for the future, and provide exceptional value and
service to our customers. In 2012 earnings were unacceptable. However, with improving revenue trends-and significant
reduction in problem loan levels and associated expenses, the Company is well positioned for earnings improvement. We
expect to be at peer asset quality levels in 2013 after a number of years of challenges.

At the same time we were implementing actions to de-risk ‘the‘balance sheet, we grew our commercial lending and
residential mortgage lines of business to realize our revenue growth potential. We bolstered Sun's leadership by naming
accomplished professionals to both our management team and Board of Directors. Overall, Suns foundation has been
solidified with the addition of exceptlonal talent, significant risk reduction, the installation of new systems, and the execution
of sound business strategies, which position the.bank for success in future years. These efforts have been time consuming,
but as we close out the year we are energized by the opportunity which lies ahead. '

GROWTH & ACHIEVEMENTS , ~
* Made progressive and substantial improvement in our asset quality profile.

¢ Accelerated the disposition of legacy troubled assets/risk reduction actions and reduced held for investment
non-performing loans to $83 million or 3.6% of loans held for investment.

e Through aggresswe de- nskmg efforts Sun IS now on target to meet and exceed the asset quality metncs of
industry peers in 2013. '

-» Improved the revenue generation platform through expansion of our Sun Home Loans residential. mortgage
operations, which booked $666-million in loans, equaling 246% growth; core commercial loan production-
increased by 17%.10.$378 million. :

* The prudent and effective depldyment of our eapital has allowed us to execute on our strategies while maintaining
solid capital ratios and liquidity. As of December 31, 2012, total risk-based capital was 13.7%, well above the
regulatory required level.

¢ Enhanced management team with the addition of a new Chief Financial Officer, a new Chief Risk Officer and
new managers of Special Assets and Loan Review. '

Sun’s achievements in 2012 fully demonstrate the power of our custemer relationships, spirit of teamwork and dedication
to providing solutions that best serve our clients’ needs.
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Commercial Banking

Sun supplies the financial fuel for a wide range of companies throughout the region, enabling leaders to reinvest in their
businesses and be ready for economic rebound and growth. Sun provides a sophisticated and diversified product set for
customers, including cash management and electronic banking services as well as a wide range of commercial lending
options. With a focus on creating customized solutions to meet each client’s specific objectives, we enable companies to
maximize their competitive advantage, Seize opportunities for growth, and achieve their fmancral goals

In 2012, our commercial lending team’s core loan production was $378 million, up 17% from ’$323 million the prior year,
with more thanhalf of that production coming from new customer relationships. We also continued to achigve growth in
our specialty lending groups, including Asset-Based, Healthcare, and Commercial Real Estate, which together achieved an
increase in production of $48 million or 35%; C&l production increased $57 million or 42%. ' :

This growth is the result of the strong partnership between our commercial and tactical marketing teams, who are effectively
targeting opportunities where our capabilities and solutions provide a better match for qualified customers. Despite increased
competition in the marketplace for business loans, Sun was able to build market share and create a strong loan pipeline
going into 2013. ,

Retail Banking

Sun is proud of the longtime customer relationships we have developed with individuals, families and small businesses
through our branch network. The power of our relationships with both heritage and new customers in our Retail division is
demonstrated by the growth this past year in our consumer and small business operations; retail core deposits increased by
$23.7 million or 1.7% for the year, and retail DDA balances grew $8.1 million at year-end, from the priOr quarter.

Committed to delivering the value and options our customers are looking for, Sun launched Boomerang Checking in 2012,
a unigue checking account with no minimum balance and no monthly service fee, free convenience services, upfront cash
incentives and ongoing cash rewards. Boomerang has been well-received by customers and remains a strong product
option at a time when other banks have eliminated free checking options, imposed new fees, and cancelled debit card
rewards programs on their free or lower-cost checking accounts.

Sun Home Loans

Sun National Bank is always focused on innovative ways to serve residential and commercial customers, grow revenue,
and hire industry leaders. A key element of Sun’s competitive advantage is the ability to be nimble and strong enough to
capitalize on market disruption and create growth opportunities, as it expands its reach and service to customers. In early
2012, Sun more than doubled the size of its New Jersey residential mortgage team, by hiring 50 seasoned mortgage
professionals at Sun Home Loans, the residential lending division of the bank, The new hires brought an impressive record of
achievement and an in-depth understanding of New Jersey’s residential markets to Sun — as well as a like-minded personal
approach that honors relationships and offers accessibility at the community level. Seizing this opportunity has enabled Sun
National Bank to achieve impressive growth in non-interest income, in an environment where interest earning assets are
more difficult to buid.

Sun Home Loans tiooked $666 million of mortgage loans, a 246% increase from 2011, and achieved a gain on sold
loans of $10.5 million, a 223% increase from 2011, The Company remains confident that the expanded Sun Home Loans
division will increase our brand recognition, enhance our residential mortgage platform, foster cross-sell into retail and small
business, and enable us to build non-interest income. We also anticipate the continued growth of our mortgage business
will expand valuable: brand awareness throughout our footprint, especially in markets where Sun has fewer retail locations.
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Industry Leadership ~

Sun prides itseif on being an industry leader and innovator in service to our customers, the business marketplace, and the
community at large. In 2012, leveraging our.growing online presence-and engagement with social media users, Sun created
Brilliantbusinessstory.com, a micro-website for business owners and entrepreneurs. In this online forum, business owners
from anywhere can share their own stories about a useful idea or powerful decision — one of those “brilliant” discoveries
when the light bulb Ilt up and led to success — and also provide tips or solutions, ask questions, or even promote their
products or services.

Additionally, to optlmlze the online user experience, Sun enhanced- the design and features of its corporate website and
streamlined the online banking process.

SUN DIFFERENCE

Sun offers the best of bath worlds: the expenence knowledge products, and services of a big bank, combined with the local
relationships, market knowledge, and accessibility of a community bank. Sun bankers have a sophisticated approach and
broad experience, which enables us to deliver ideas, insight, and innovative solutions for commercial and retail customers.
Sun professionals live and work in the same cities and towns as our customers, so we understand the nuances of different
communities and have local market intelligence — the power of which our customers can tap into to fuel their own success.
Because we make decisions atthe local level, we are nimble, accessible, and responsive to customer needs. Our competitive
advantage has enabted us to deepen-and expand relationships with existing customers and to forge productive relationships
with new customers; the power of these unions continues to help Sun strengthen and grow. '

Sen National Bank has a vested interest in restoring the vitality of our shared economy and moving our region forward.
We value our role as partner to thousands- of busmesses and famlhes in meeting their financial goals and restarting the
economic engines in the reglon

Core Values

Commitment Teamwork ~ Performance
Leadership = Accountability =~ lntegrlty

SUN TEAM

From the management suite to the front lines, Sun team members take personal and professional pnde in living the
Company’s core values. Because of our unique market opportumty and d|st|nct|ve competitive advantage, Sun is able to
attract and retain top talent in key posmons

In 2012, the Company made significant hires mcludmg Thomas R. Brugger as Chief Financial Officer and Albert J. Celini
as Chief Risk Officer. With more than 20 years experience in banking and finance, Mr. Brugger most notably led the growth .
of Customers Bank, taking it through capital raises and growth strategies that tripled its size in assets. Mr. Celini, who has

. 25 years' experience in the banking industry, is a former regulatory executive at Freddie Mac and also served as founding
Chief Risk Officer at Ally Bank, as it grew from start-up to maturity. The addition of both executives to Sun’s management
team supports our corporate strategy, compliance initiatives, and long-term goals for growth.

The Company also appointed two new members 1o the Board of Directors in 2012: Philip A. Norcross, Esq., and Steven
A. Kass. Both men are well-respected business Ieaders with expemse in advancing the leadership posmon of growing
companies and economic development '
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Additionally in the past year, Sun made senior-level hires in key areas such as special assets, loan review, and compliance,
to-advance our efforts in strengthening the bank’s portfolio and industry leadership position. The record of achievement
among the new hires complements the deep experience and leadershlp on'Sun’'s management team and the quality of its
Board of Directors.

Sun values diversity, continuous learning, employee commitment, and oommunlty mvolvement and offers employees
an exceptional work environment. Our ability to hire and develop experienced, commltted professmnals reinforces our
competitive advantage and our ability to execute on our corporate sirategy.

COMMUNITY SERVICE ‘

Sun National Bank is committed to improving the quality of life in the communities in which we live and work. Through
a variety of efforts, Sun supports organizations, events, and programs that make a difference in cities, towns, and
neighborhoods throughout the bank’s footprint. Sun contributes to numerous non-profit orgamzatlons that support arts and
culture, community service, economic development, educatlon and health and social services. -

In 2012, Sun again participated in fundralsmg efforts to support the programs and.services of the Umted Way in communities
across New Jersey. Through an employee and corporate fundraising campaign and the annual Sun National Bank Golf &
Sporting Clays Invitational, Sun raised a combined $134,000 for the United Way.

Every autumn, Sun National Bank employees are given time off to give back to the community, on Sun’s annual day of
service known as “Banking on Our Communities Day.” Teams of Sun employees dedicate a combined 2,000+ hours to a
wide variety of projects at community organizations throughout Sun's footprint on this day. In 2012, over 600 Sun employees
volunteered at more than 50 organizations in New Jersey. Activities ranged from yard work, painting, construction, and
cleanup to spending time with senior citizens, veterans, chlldren and mdmduals with dlsabllmes o

in addition to supporting numerous other community-based |n|tlat|ves for example in 2012 Sun also supplied grant money
and facilitated a financial education workshop for the Central Jersey Housing Resource Center; provided free tax retum
preparation and equipment/services for the United Way of Cumberland County Earned Income Tax Credit initiative; raised
awareness and dorated funds to the American Heart Association Go Red. for Women program; and funded grants for
economically disadvantaged students who excelled academ|cally, through the Atlantic Clty High School Invitational.

OUR COMMITMENT
Dear Customers, Employees, Shareholders and Friends,

Although Sun faced challenges in 2012, we faced them with focus resolve, and results. We honed our ability to execute,
both in rebuilding our balance sheet and in achieving meaningful growth across the organlzatlon Our accomplishments this
past year position us well for success and secure our position of power in the banking industry in the region. Going forward,
Sun remains a conservatively-managed bank focused on dlsmpllned growth and safe business practlces We will continue
to make thoughtful, sound decisions to serve the best mterests of our stakeholders.

In 2013, we will retain our focus on execution across the organization, leveraging our competitive advantage and building
upon the unigue opportunity to be the dominant New. Jersey-based bank in the markets we serve. We appreciate and value
the opportunity to build relationships with our customers, who: trust Sun to manage their diverse financial needs, and we look
forward to new opportunities and growth ahead. - '

Thank you to our employees, customers, and shareholders for their continued commitment, service, and loyalty to Sun.

fned B

Bernard A. Brown Thomas X. Geisel
Chairman of the Board President & Chief Executive Officer
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Sun Bancorp, Inc. and Subsidiaries
SELECTED FINANCIAL DATA -

(Dollars in thousands, except per share amounts)

Ratio of average equity to average assets

9.10

At or for the Years Ended December 31, 2012 201 2010 2009 2008
Selected Balance Sheet Data _ : ’
Total assets $3,224,031 $3,183916  $3,417,546  $3,578,905 = $3,622,126
Cash and investments : 631,596 652,537 680,719 516,312 512,017
Loans receivable, net of allowance for loan losses 2,351,222 2,272,647 2,453,457 2,657,694 2,702,516
Total deposits - : 2,713,224 2,667,977 2,940,460 2,909,268 2,896,364
Borrowings 70,992 31,269 33,417 146,193 154,097
Junior subordinaied debentures 92,786 92,786 92,786 92,786 92,786
Shareholders’ equity 262,595 309,083 268,242 . 356,593 358,508
Selected Resulis of Operations
Interest income . $ 115433 $ 126680 $ 145603 $ 150,999 ~ $ 174,634
Net interest income 97,848 103,528 110,962 100,157 99,661
Provision for loan losses 57,215 74,266 101,518 46,666 20,000
Net interest income after provision for loan losses 40,633 29,262 9,444 53,491 79,661
Non-interest income 29,450 13,468 15,512 17,070 32,289
Non-interest expense 120,608 110,225 201,052 104,067 92,640
Net (loss) income (50,491) (67,505) (185,418) (17,131) 14,894
Net (loss) income available to common shareholders (50,491) (67,505) (185,418) (22,482) 14,894
Per Share Data ®
(Loss) earnings per common share: ' '
Basic $ (059 $ 088 $ ©56 $ (097 § 0.63
Diluted (0.59) (0.88) (6.56) ©.97) 0.62
Book Value 3.05 361 5.33 15.29 15.57
Selected Ratios _ »
‘Return on average assets - (1.60)% (2.05)% (5.20)% (0.47)% 0.44%
Return on average equity (17.19) (22.57) (56.93) 4.44) 4.09
9.31 9.13 10.69 10.72

) Data‘is' adjusted for a 5% stockAdividend issued' in May 2009.
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Sun Bancorp, Inc. and Subsidiaries

MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION

AND RESULTS OF OPERATIONS

(All dollar amounts except share and per share amounts presented in the tables are in thousands)

ORGANIZATION OF INFORMATION

Management's- Discussion and Analysis of Financial Condition and
Results of Operations provides a narrative on the financial condition and
results of operations of Sun Bancorp, Inc. (the “Company”) and should
be read in conjunction with the accompanying consolidated financial
statements. It includes the following sections:
e OVERVIEW
o CRITICAL ACCOUNTING POLICIES,.JUDGMENTS AND ESTIMATES
e RECENT ACCOUNTING PRINCIPLES
* RESULTS OF OPERATIONS
¢ LIQUIDITY AND CAPITAL RESOURCES
¢ FINANCIAL CONDITION ;
* FORWARD-LOOKING STATEMENTS

OVERVIEW
General Overview

The Company is a bank holding company headquartered in Vineland,
New Jersey, and has an executive office in Mt. Laurel, New Jersey,
with its principal subsidiary being Sun National Bank (the “Bank”). At
December 31, 2012, the Company had total assets of $3.2 biltion, total
liabilities of $3.0 billion and total shareholders’ equity of $262.6 million:
The Company’s principal business is to serve as a holding company
for the Bank. As a registered bank holding company, the Company is

subject to the supervision and regulation of the Board of Governors of -

the Federal Reserve System (the “FRB”).

Through the Bank, the Company provides commercial and consumer -

banking services. As of December 31, 2012, the Company had
62 locations throughout New Jersey.

The Companil offers a comprehensive array of lending, depository and
financial services to its commercial and consumer customers throughout
the marketplace. The Company’s lending services to businesses include
term loans and lines of credit, mortgage loans, construction loans and
equipment leasing. The Company is a Preferred Lender with both the
Small Business Administration (“SBA”) and the New Jersey Economic
Development Authority. The Company’s commercial deposit sérvices
include business checking accounts and, cash management services
such as electronic banking, sweep accounts, lockbox services, online
banking, remote deposit and controlled disbursement services. The
Company’s lending services to consumers include residential mortgage
loans, residential construction ‘oans, second mortgage {oans, home
equity loans and installment loans. The Company’s consumer deposit
services include checking accounts, savings accounts, money market
deposits, certificates of deposit and individual retirement accounts.
In addition, the Company offers mutual funds, securities brokerage,
annuities and investment advisory services through a third-party
arrangement.

The Company funds its lending activities primarily through retail and
brokered deposits, the scheduled maturities of its investment portfolio
and other wholesale funding sources.

As a financial institution with a primary focus on traditional banking
activities, the Company generates the majority of its revenue through
net interest income, which is defined as the difference between interest
income earned on loans and investments and interest paid on deposits
and borrowings. Growth in net interest income is dependent upon the
Company’s ability to prudently manage the balance sheet for growth,
combined with how successfully it maintains or increases net interest
margin, which is net interest income as a percentage of-average
interest-earning assets.

The Company also generates revenue through fees earmed on the
various services and products offered to its customers and through
sales of loans, primarily SBA loans and residential mortgages. Offsetting

_these revenue sources are provisions for credit losses on Ioans operating

éxpenses and income taxes.
Market Overview -

The economic recovery has been slower than anticipated through
most of 2012, but signs of growth have appeared in the fourth quarter
of 2012 and continued into 2013. Interest rates have remained near
historical lows. The unemployment rate in the U.S. remained stable at
7.8% in December 2012 from September 2012 and decreased from
8.5% in December 2011. According to recently released estimates, the
U.S. gross domestic product for the fourth quarter of 2012 decreased at
an annual rate of 0.1% as compared to 3.1% growth in the third quarter
of 2012. This decrease primarily reflected a decrease in private inventory
investment, federal government spending and exports, partially offset
by increases in personal. consumption and residential fixed investment .
and a decrease in imports. The increase in job growth which occurred
during 2012 coupled with increased spending and some improvement
in the housing sector have created some optimism in the markets that
an economic recovery may be underway. However, the fiscal cliff talks
and the debt crisis, both domestically and in Europe, as well as the
continuing weakness in the housing sector have continued to temper
that optimism.

At the state level, according to the latest South Jersey Business
Survey produced by the Federal Reserve Bank of Philadelphia (the
“Federal Reserve”), a modest increase in business activity was reported
in the fourth quarter of 2012. Sales have been steady and employment
continues to improve. Companies are optimistic about overall business
growth over the next six months. In Northern New Jersey, business
activity is expected to continue to increase at a slow pace. Overall, New
Jersey’s unemployment rate remains one of the highest in the U.S. at
9.6% as of December 2012.

At its latest meeting in January 2013, the FRB decided to keep
the Federal Funds target rate unchanged in a continued effort to help
stimulate economic growth. Since December 2008, the FRB has kept

‘the Federal Funds rate, a key indicator of short-term rates such as credit
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card rates and HELOC rates, at a range of 0.00%-0.25% with the intent
of encouraging consumers and businesses-to borrow and spend to
help jump start the economy. The FRB expects to maintain the current
target range through late 2014. In addition, FRB policymakers decided
to continue its program to extend the average maturity of its holdings
of securities. The FRB policymakers continue to consider providing
additional monetary policy accommodations to. support the economic
recovery.

The continued uncertainty with the economy, together with the
challenging regulatory environment, will continue to affect the Company
and.the markets in which it does business, and may adversely impact
the Company’s results in the future. The foliowing discussion provides
further detail on the financial condition and results of operations of the
Company at and for the year ended December 31, 2012.

Executive Summary

The Company’s net loss available to common shareholders for 2012
was $50.5 million, or $0.59 per diluted share, compared to a net loss
of $67.5 million, or $0.88 per diluted share, in 2011. The following is an
overview of key factors affectlng the Company's results for 2012

e As part of a continuing strategy to reduce balance sheet rtsk the
Company signed a definitive agreement on January 17, 2013 to
sell $45.8 million of loans, having a book balance of $35.1 million,
to.a third-party investor for gross proceeds of $22.0 million. As
the formal approval to sell these loans occurred during 2012, the
refated loans were transferred fo held-for-sale as of December 31,
2012-at lower of cost or market, which resulted in a net loss of
$7.6 million after accounting for loan loss reserves, customer
derivative termination costs and other expenses. The transaction,
closed on February 8, 2013. In addition, the Company reached
workout settlements with several troubled borrowers, resu!tmg ina
loss of $6.7 million in the fourth quarter of 2012.

* Provision expense totaled $57.2 million during 2012 as compared
to $74.3 million during 2011. The allowance for loan losses equaled
$45.9 million at December 31, 2012, an increase of $4.2 million
from December 31, 2011, The allowance for loan losses equaled
2.02% of gross loans held-for-investment and 55.3% of non-

~ performing loans held for investment at December 31, 2012 as

‘ compared to 1.82% and 38.7%, respectively, .at December 31,
2011,

e Commercial loan production-was $378 million: during the year
ended December 31, 2012 versus $323 million in the prior year.
The Company continues to maintain a disciplined underwriting and
pricing strategy in this uncertain economic environment.

¢ The net interest margin equaled 3.43% for 2012 versus 3.50% in
2011. The net interest margin in 2012 was negatively impacted by
the maturity of legacy commercial foans as well as the overall low
interest rate environment.

Non-interest income - increased $16.0 million to -$29.5 million
during 2012 as compared to 2011 primarily due to a reduction
of $10.3 million in negative derivative credit adjustments due to
significant swap losses resulting from the loan sale and credit
deterioration in the prior year. There also was an increase in gains
on the sale of mortgage loans of $7.2 million over the same period.

The Company’s residential mortgage operations were strong as
$666 million -in residential mortgage loans were closed during
2012 as compared to: $192 million in 2011. These increases were
partially offset by a decrease of $1.0 million in bank-owned life
~insurance income due to death benefits recognized in 2011, -

¢ Non-interest expense’increased $10.4 million from $110.2 million
in-2011 to $120.6 million‘in 2012. This increase was due primarily
to an increase of $10.0 million in salaries and employee benefits
resulting from the expansion of the Company’s mortgage operations
in.2012. ..

o Total risk-based capital was 13.72% at December 31, 2012, well
above 11.50%, the regulatory required Ievel

Impact of Hurricane Sandy

~ In late October 2012, many parts of New Jersey were devastated
by the |mpact of Hurricane Sandy. The Company incurred additional
expenses as a result of the impact of the storm on its own customers
and its business operations. Due to the extent of damages and uninsured
losses experienced by some of the Company’s commercial borrowers,
additional loan loss reserves of $4.3 million were recorded in the fourth
quarter of 2012 to reflect potential losses inherent in the portfolio as a
result of Hurricane Sandy. Damages resuiting from the.storm-to some
of the Company’s facilities resulted in repair and clean-up costs of
approximately $222 thousand which were aiso recognized in-the fourth
quarter of 2012. :

CRITICAL ACCOUNTING POLICIES, JUDGMENTS AND ESTIMATES

The discussion and analysis of the financial condition and resuits
of operations are based on the Consolidated Financial Statements,
which are prepared in conformity with accounting principles generally
accepted in the United States of America (“GAAP”). The preparation of -
these financial statements requires management to make estimates and
assumptions affecting- the reported amounts of assets and liabilities,
disclosure of contingent assets-and liabilities, and the reported amounts
of income and expenses. Management evaluates these estimates
and assumptions on an ongoing basis, including those related to the
allowance for loan losses, goodwill, intangible assets, income taxes,
stock-based compensation and the fair value of financial instruments.
Management bases its estimates on historical experience and various
othier factors and assumptions that are believed to be reasonable under
the circumstances.-These form the basis for making judgments-on the
carrying value of assets and liabilities that are not readily apparent from
other sources. Actual results may differ from these estimates under
different assumptions or conditions.

Allowance for Loan Losses. Through the Bank, the Company
originates loans that it intends to hold for the foreseeable future or until,
maturity or_repayment. The Company may not be able to collect all
principal and interest due on these loans. The allowance for loan losses
represents management’s estimate of probable credit losses inherent
in the loan portfolio as of the balance sheet date. The determination of
the allowance for loan losses requires management to make significant
estimates with respect to the amounts and timing of losses, and market
and economic conditions. The allowance for loan losses is maintained
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at a level that management consiclers adequate to provide for estimated
losses and impairment based upon an evaluation of known and-inherent
risk in the loan portfolio. Loan impairment is evaluated based on the
fair value of collateral or estimated net realizable value. A provision for
loan losses is charged to operations based on'management’s evaluation
of the estimated losses that have been incurred in the Company's
loan portfolio. It is the policy of management to provide for losses on
unidentified loans in-its portfolio in addition to classified loans. .

Management monitors its allowance for loan losses on-a monthly
basis and makes adjustments to the allowance through the provision
for loan losses as economic conditions and other pertinent factors
indicate. The quarterly review and adjustment of the qualitative factors
employed in the allowance methodology and the updating of historic loss
experience aliow for timely reaction to emerging-conditions and trends.
In this context, a series of qualitative factors are used in a methodology
as a measurement of how current circumstances are affecting the foan
portfolio. Included in these qualitative factors are:

e Levels of past due, classified and non-accrual loans, troubled debt
restructurings and modifications

» Nature and volume of loans

» Changes in lending policies and procedures, underwriting standards,
collections, charge-offs and recoveries, and for commercial loans,
- the level of loans being approved with exceptions to policy

 Experience, ability and depth of management and staff

» National and local economic and business condmons mcludmg
various market segments

* Quality of the Company's loan review system and degree of Board
oversight

o Concentrations of credit by mdustry, geography and collateral type
‘with a-specific emphasis on real estate, and changes in levels of
such concentrations

e Effect of external factors, including the deterioration of collateral
values on the level of estimated credit losses in the current portfolio

e Hurricane Sandy impact

. Additionally, historic loss experience over a three-year loss honzon
based on a rolling 12-quarter migration analysis, is taken. into account
for commercial loans and historic loss experience. over the more
conservative of either the trailing four or eight quarters is calculated
for non-commercial loans. In determining the allowance for loan
fosses, management has established both specific and general pooled
allowances. Values assigned to the qualitative factors and those
developed from historic loss experience provide a dynamic basis for
the calculation of reserve factors for both pass-rated loans (general
pooled allowance) and those deemed impaired (specific allowance).
A specific allowance is calculated on individually identified impaired
loans. Loans not individually reviewed are evaluated as a group using
reserve factor percentages based on historic loss experience and the
qualitative factors described above. In determining the appropriate level
of the general pooled allowance, management makes estimates based
on internal risk ratings, which take into account such factors as debt
service coverage, loan-to-value ratios and external factors. Estimates
are periodically measured against actual loss experience.

* As changes in the Company’s operating environment occur and as
recent loss experience fluctuates, the factors for each category of loan
based on type and risk rating will change to reflect current circumstances
and the quality of the loan portfolio. Given that the components of the
allowance aré based partially on historical losses and -on risk rating
changes in response to recent events, required reserves may trail the
emergence of any unforeseen-deteridration in credit quality.

Although the Company maintains its allowance for loan losses at
levels considered adequate to provide for the inherent risk of loss in
its loan porifolio, if economic conditions differ substantially from the
assumptions used: in making the evaluations or loan" performance
deteriorates further from current levels, there can be no assurance
that future losses will-not exceed estimated amounts or that additional
provisions for loan losses will not be required in future periods.
Accordingly, the current state of the national -economy and lecal
economies of the areas in which the loans are concentrated and their
slow recovery from a severe recession could result in an increase in
loan delinquencies, foreclosures or repossessions resulting in increased
charge-off amounts and the need for additional loan loss allowances
in future periods. In addition, the Company’s determination as to the
amount of its allowance for loan losses is subject to review by the Bank’s
primary regulator, the Office of the Comptroller of the Currency (the
“0CC"), as part of its examination process, which may result in the
establishment of an additional allowance based upon the judgment of
the OCC after a review of the information available at the time of the
OCC examination.

Accounting for Income Taxes. The Company accounts for
income taxes in accordance with Financial Accounting Standards Board
Accounting Standards Codification (“FASB ASC”) 740, Income Taxes
(“FASB ASC 740”). FASB ASC 740 requires the recording of deferred
income taxes that reflect the net tax effects of temporary differences
between the carrying amounts of assets and liabilities for financial
reporting purposes and the amounts used for income’ tax purposes.
Management exercises significant judgment in the evaluation of the
amount and timing of the recognition of the résulting tax assets and
liabilities. The judgments and estimates required for the evaluation are
updated based upon changes in business factors and the tax laws. If
actual results differ from the assumptions and other conS|derat|0ns used
in estimating the amount and timing of tax recognized, there can be no
assurance that additional expenses will not be required in future periods.
The Company recognizes, when applicable, interest -and penalties
related to unrecognized tax benefits in the provision for income taxes
in the consolidated statements of operations. Assessment of uncertain
tax positions under FASB ASC 740 requires careful consideration of the
technical merits of a position based on management's analysis of tax
regulations and interpretations. Significant judgrent may be involved in
applying the requirements of FASB ASC 740.

Management expects that the Company’s adherence to FASB
ASC 740 may result in increased volatility in quarterly and annual
effective income tax rates, as FASB ASC 740 requires that any change
in judgment or change in measurement of a tax position taken in a prior
period be recognized as a discrete event in the period in which it occurs.
Factors that-could impact management’s judgment include changes in
income, tax laws and regulations, and tax planning strategies.
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- Fair Value - Measurement. The -Company - accounts for fair
value -measurement in accordance with FASB ASC 820, fair Value
Measurements and Disclosures (“FASB-ASC 820”). FASB ASC 820
establishes -a framework for-measuring fair value. FASB ASC 820
defines fair value as the price that would be received to sell an asset
or paid to transfer a liability in an orderly transaction between: market
participants at the measurement date, emphasizing that fair value is a
market-based measurement and not an entity-specific measurement.
FASB ASC 820 clarifies the application of fair value measurement in
a market that is not active. FASB ASC 820 also includes additional
factors for determining whether there has been a significant decrease in
market activity, affirms the objective of fair value when a market is not
active, eliminates the presumption that all transactions are not orderly
unless proven otherwise, and requires an entity to disclose inputs -and
valuation techniques, and changes therein, used to measure fair value.
FASB ASC 820 addresses the valuation techniques used to measure
fair. value. These valuation techniques include the market approach,
income approach and cost approach. The market approach uses prices
or relevant information generated by market transactions involving
identical or -comparable -assets or liabilities. The income approach
involves converting future amounts to a single present amount. The
measurement is valued based on current market expectations about
those future amounts. The cost approach is based on the amount that
currently- would be required to replace the service capacity of the asset.

FASB ASC 820 establishes a fair value hierarchy, which prioritizes
the inputs to valuation techniques used to measure fair value into
three broad levels. The fair value hierarchy gives the highest priority to
quated prices in active markets for identical assets.or liabilities (Level 1)
and-the lowest priority to unobservable inputs (Level 3). A financial
instrument’s categorization within the fair value hierarchy is based
upon the lowest level of input that is significant to the instrument’s fair
value measurement. The three levels within the fair value hierarchy are
described as follows:

¢ [ evel 1-Quoted prices (unadjusted) in active markets for identical
assets or liabilities.

* | evel 2-Inputs other than quoted prices included within Level 1 that
““are observable for the asset or liability, either-directly or indirectly.
~ Level 2 inputs include: quoted prices for similar assets or liabilities
" in active markets; quoted prices for identical or similar assets or
liabilities in markets that are not active; inputs -other than quoted
prices that are observable for the asset or liability; and inputs that
are derived principally from or corroborated by observable market
data by correlation or other means. "

* Level 3—Unobservable inputs that are supported by little or no
market activity and that are significant to the fair value of the
assets or liabilities. Level 3 assets and liabilities include financial
instruments whose value is determined using pricing models,
discounted cash flow methodologies, or similar techniques, as well
as instruments for which the determination of fair value requires
significant management judgment or estimation.

The Company measures financial assets and liabilities at fair value
in accordance with FASB ASC 820. These measurements. involve
various valuation techniques and models, which involve inputs that

are observable, when available, and -include the following significant
financial instruments: investment securities available for sale and
derivative financial instruments. The following is a summary of valuation
techniques utilized by the Company for its significant financial assets
and liabilities which are measured at fair value on a recurring basis.

- Investment - securities available-for-sale. Where quoted prices are
available in an active market, securities are classified within Level 1 of
the valuation hierarchy. If quoted market prices are not available, then
fair values are estimated using: quoted prices of securities with similar
characteristics or discounted cash flows based on observable market
inputs and are classified within Level 2 of the fair value hierarchy. In
certain cases where there is limited activity or less transparency around
inputs to the valuation, securities are classified within Level 3 of the
valuation hierarchy. Level 3 market value measurements include an
internally developed discounted cash flow model combined with using
market data points of similar securities with comparable credit ratings
in addition to market yield curves with similar maturities'in determining
the discount rate. In addition, significant estimates and unobservable
inputs are required in the determination of Level 3 market value
measurements. If actual results differ significantly from the estimates
and inputs applied, it could have a material effect on the Company’s
consolidated financial statements.

Derivative financial instruments. The Company’s derivative financial
instruments are not exchange-traded and therefore are valued utilizing
models that use as their basis readily observable market parameters,
specifically the London Interbank Offered Rate (“LIBOR”) swap curve,
and are classified within Level 2 of the valuation hierarchy.

~ Residential mortgage loans held-for-sale. Effective July 1, 2012, the
Company’s residential mortgage loans held-for-sale were recorded at
fair value utilizing Level 2 measurements. This fair value - measurement
is determined based upon third party quotes obtained on similar loans.

The Company adopted the fair value option on thése loans ‘which
allows thie Company to record the mortgage loans held-for-sale portfolio
at fair market value -as opposed to the lower of cost or market. The
Company economically- hedges its residential loans “held for sale
portfolio with forward sale agreemenits which are reported at fair value.
A lower of cost or market accounting treatment would not aliow the
Company to record the excess of the fair market value over book value
but would require the Company to record the corresponding reduction in
value on the hedges. Both the loans and related hedges are carried at
fair value which reduces earnings volatility as the amounts more closely
offset, particularly in environments when. interest rates are declining.
For loans held-for-sale for which the fair.value option has been elected,
the aggregate fair value exceeded the aggregate principal balance by
$2.1 million as of December 31, 2012,

Interest rate Jlock commitments on residential mortgages. The
Company enters into interest rate lock commitments on its residential
mortgage loans originated for sale. The determination of the fair value
of interest rate lock commitments is based .on agreed upon pricing
with the respective investor on each loan and includes a pull through
percentage. The pull through percentage represents an estimate of
loans in the pipeline to be delivered to an investor versus the fotal loans
committed for delivery. Significant changes in this input could result
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in-a significantly higher or lower fair value measurement. As the pull
through percentage is a significant unobservable input, this is deemed
a Level 3 valuation input. The pull through percentage, which is-based
upon historical experience, was 70% as of December 31, 2012.

In addition, certain assets are measured at fair value on a nonrecurring
basis; that is, the instruments are not measured at fair value on-an
ongoing basis but are subject to fair value adjustments in ‘Certain
circumstances (for example; when there is evidence of impairment). The
Company measures impaired loans, ‘commercial loans held-for-sale,
SBA servicing assets, restricted equity investments and loans or bank
properties transferred into other real estate owned at fair value on a
non- recumng basis. :

Valuation techniques and models utilized for measuring financial
assets and liabilities are rewewed and valxdated bythe Company at Ieast
quarterly.

Gooadwill. Goodwill is the excess of the fair value of Ilabmtles
assumed over the fair value of tangible and identifiable intangible assets
acquired in a business combination. Goodwill is not amortized but is
tested for impairment annually or rmore frequently if events or changes in
circumstances indicate that the asset might be impaired. The Company
tests goodwill for impairment annually. The Company elected not to
apply the qualitative evaluation option permitted under Accounting
Standards Update 2011-8, Intangibles — Goodwill and Other (Topic 35):
Testing Gooawill for Impairment, issued in September 2011. Therefore,
the Company utilizes the two-step goodwill impairment test outlined in
FASB ASC 350, Intangibles — Goodwill and Other. Significant judgment
is applied when goodwill is assessed for impairment. Step one, which
is'used to identify potential impairment, compares. the fair value of the
reporting unit with its carrying amount, including goodwill. As defined
in FASB ASC 280, -Segment Reporting, a reporting unit is an operating
segment or one level below an operating segment. The Company has
one reportable operating segment, “Community Banking”, as defined in
Note 2 of the Notes to Consolidated Financial Statements. If the fair vaiue
of a reporting unit exceeds its carrying value, goodwilt of the reporting
unit is considered not impaired and step two is therefore unnecessary.
If the carrying amount of the reporting unit exceeds its fair value, the
second step is performed to measure the amount of the impairment
loss, if any. An implied loss is recorded to the extent that the carrying
amount of goodwill exceeds its implied fair value.

The Company performed: & goodwill - impairment- dnalysis -~ at
December 31, 2012. In performing step one of the impairment analysis,
the Company estimated the fair value of the Company through the
consideration of its quoted market valuation, market earnings multiples
of peer companies and market ‘earnings muttiples of peer companies
adjusted to include a market observed control premium (i.e., its

acquisition value relative to its peers). The considerations above are -

sensitive to both the fluctuation of the -Company’s stock price and
those of peer companies. The step one impairment test completed at
December 31, 2012 indicated that the Company’s fair vaiue was above
its carrying value, and therefore the Company did not need-to perform a
step two analysis. As a result, the Company’s goodwill balance was not
considered impaired at December 31, 2012

However, given the continued turmoil in the capital markets and
with bank stocks in general, it is possible that our assumptions and
conclusions regarding the valuation of our Company could change
adversely in the future and could result in impairment of the Company’s
goodwill. While any charge resulting from' a partial or-full impairment

‘of goodwill would be a non-cash charge and have no impact on the

Company’sregulatory: capital, the charge could have a material adverse
impact on our financial position and results of operations. For more
information-on goodwill, see Notes 2 and 10 of the Notes to Consohdated
Financial Statements. : '

RECENT ACCOUNTING PRINCIPLES

In February 2013, the FASB issued Accounting Standards Update
(‘ASU”) 2013-02, Comprehensive Income (Topic 220): Reporting
of Amounts Reclassified Out of Accumulated Other Comprehensive
Income. The amendments in this update aim to improve the reporting
of reclassifications out of accumulated other comprehensive income.
The amendments seek 1o attain that objective by requiring an entity to
report the effect of significant reclassifications out of accumulated other
comprehensive income on the respective line items in net income if the
amount being reclassified is required under GAAP to be reclassified
in its entirety to net income. For other amounts that are not required
under GAAP to be reclassified in their entirety to net income in the same
reporting period, an entity is required to cross-reference other disclosures
reguired under GAAP that provide additional detail about those amounts.
This would be the case when a portion of the amount reclassified out of
accumulated other comprehensive income is reclassified to a balance
sheet account instead of directly to income or expense in the same
reporting period. For public entities, the amendments are effective
prospectively for reporting periods beginning after December 15, 2012,
The Company is currently evaluating the impact of the adoption of this
accounting standards update on its financial statements.

In July 2012, the FASB issued ASU 2012-02, Intangibles — Goodwill
and Other (Topic 350): Testing Indefinite-Lived Intangible Assets for
Impairment. This amendment provides an entity with the option first
to assess qualitative factors to determine whether the existence of
events and circumstances indicates that it is more likely than not that
the indefinite-lived intangible asset is impaired. If, after assessing the
totality of events and circumstances, an entity concludes that it is not
more likely than net that the indefinite-lived intangible asset is impaired,
then the entity is not required to take further action. However, if an
entity concludes otherwise, then it is required to determine the fair value
of the indefinite-lived intangible asset and perform the quantitative
impairment test by comparing the fair value with the carrying amount
in accordance with Subtopic 350-30. This amendment is effective for
public entities for annual and interim impairment tests performed for
fiscal years beginning after September 15, 2012, The guidance will
have no impact on the Company as it does not have any mdeflnlte lived
intangible assets.

In December 2011, the FASB issued ASU 2011-11, Balance Sheet
(Topic 210): Disclosures about Offsetting Assets and Liabilities ("ASU
2011-11"). This amendment results in common offsetting requirements
and disclosure requirements in GAAP and International Financial
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Reporting Standards (“IFRS”). This guidance is not intended to change,
but enhance, the application requirements in FASB ASC 210, Balance
Sheet (“FASB ASC 210°). This guidance-is effective for public entities
during interim and annual periods beginning after January 1, 2013.

This guidance amends only the disclosure requirements and not the
application of the accounting standard. In January 2013, the FASB
issued Accounting Standards Update (“ASU”) 2013-01, Balance Sheet
(Topic 210): Clarifying the Scope of Disclosures about Offsetting Assets
and Liabilities. The amendments in this update clarify that the scope of
ASU 2011-11 applies to derivatives accounted for in accordance with
FASB ASC 815, Derivatives and Hedging (“FASB ASC 815"), including
bifurcated embedded derivatives, repurchase agreements and reverse
repurchase agreements, and securities borrowing and Securities
lending transactions that are either offset in accordance with FASB
ASC 210 or FASB ASC 815 or subject to an enforceable master netting
arrangement or similar agreement. This guidance is effective for fiscal
years beginning on or after January 1, 2013, and interim periods within
those annual periods. An entity should provide the required disclosures
retrospectively for all comparative periods presented. The Company
is currently evaluating the impact of the adoption of these accounting
standards updates on its financial statements.

In June 2011, the FASB issued ASU 2011-05, Comprehensive Income
(Topic 220): Presentation- of Comprehensive Income. Subsequently in
December 2011, the FASB issued ASU 2011-12, Deferral of the Effective
Date for Amendments to the Presentation of Reclassifications of ltems Out
of Accumulated Other Comprehensive Income in Accounting Standards
Update No..2011-04. This guidance elimiriates the presentation option of
presenting the component of other comprehensive income as part of the

statement of changes in stockholders’ equity. In addition, the updates

to comprehensive income guidance require all nonowner changes in
stockholders’ equity be presented either in a single continuous statement
of comprehensive income or two separate but consecutive statements.
The Company elected to adopt the two statement approach. In this two
statement approach, the first statement should present total net income
and its components followed consecutively by a second statement that
should present total other comprehiensive income, the components of
-other comprehensive income and the total of comprehensive income.
These changes apply to both annual and interim financial statements.
The Company adopted the new accounting guidance effective January 1,
2012, and applied it retrospectively to fiscal years 2011 and 2010. The
adoption added the consolidated statements of comprehensive loss but
did not impact the Company’s results of operations, financial position,
or cash flows.

In May 2011, the FASB issued ASU 2011-04, Amendments to
Achieve Common Fair Value Measurement and Disclosure Requirements
in U.S. GAAP and IFRS, to achieve common fair value measurement
and disclosure requirements between U.S. GAAP and international
accounting principles. While the overall guidance is consistent with
U.S. GAAP, the amendment includes additional fair value disclosure
requirements. The amendments in the guidance are effective for interim
~and annual periods beginning after December 15, 2011. The adoption

of this amendment did not have a material effect on the Company's
financial statements; however, the adoption did result in expanded

fair value disclosures in-Note 24 of the notes to consolidated financial
R statements

RESULTS OF OPERATIONS

The following discussioh focuses on the major cdmponents of the
Company’s operations: and presents an overview. of the . significant
changes in the résults of operations during the past three fiscal years.

~ This discussion should'be reviewed in conjunction with the consolidated

financial statements and notes thereio presented elsewhere in this
Annual Report. All garnings per share amounts are presented assumlng

_ dilution.

Net Interest Income. Net interest income is the most significant
component of the Company’s income from operations. Net interest
income is the difference between interest earned on total interest-
earning assets (primarily loans and invesiment securities), on a fully
taxable equivalent basis, where appropriate, and interest paid on total
interest-bearing liabilities (primarily deposits and barrowed funds). Fully
taxable equivalent basis represents income on total interest-earning

_ assets that is either tax-exempt or taxed at a reduced rate, adjusted to

give effect to the prevailing incremental federal tax rate, and adjusted for
nondeductible carrying costs and state income taxes, where applicable.

“Yield calculations, where appropriate, include these adjustments.

Net interest income depends on the volume and interest rate earned
on interest-earning assets, and the volume and interest rate pald on
interest-bearing liabilities.

The Company’s net interest margin and interest rate spread. in
2012 were 3.43%and 3.27%, respectively, as compared to 3.50% and
3.30%, respectively, for 2011 and 3.50% and 3.28%; respectively, for
2010. The margin decrease from 2011 is due primarily to the decline
in the vield on interest-bearing assets of 23 basis points, which was
partially offset by a decline of 20 basis points in costs of interest-bearing
liabilities. The margin impact of the decline in yield on interest-bearing
assets of 31 basis points in 2011 from 2010 was almost directly offset
by a decline of 33 basis points in costs of interest-bearing liabilities.

Netinterest income (on a tax-equivalent basis) decreased $6.2 million,
or 5.9%, to $98.7 million for 2012 compared to $104.9 million for 2011:
Net interest income (on a tax-equivalent basis) decreased $7.9 million,
or. 7.0%, to $104.9 miflion for 2011 compared to $112.8 mxlllon for
2010

Tabie 1 prowdes detail regarding the Company’s average danly

balances with corresponding interest income (on a tax-equivalenit basis)
and interest expense, as well as yield and cost information for the years

-ended December 31, 2012, 2011 and 2010. Average balances are

derived from daily balances: Table 2 further provides certain information
regarding changes in interest income and interest expense of the
Company for the years ended December 31, 2012, 2011 and 2010. -
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TABLE 1: STATEMENTS OF AVERAGE BALANCES, INGOME OR EXPENSE, YIELD OR COST

Years Ended December 31, 2011
Average Yield/ Average  Income/ Yield/ Average Yield/
Balance Cost Balance Expense  Cost Balance Cost
Interest-garning assets: ' ‘
Loans receivable (- @: . : :
Commercial and industrial $1,814,626 453%  $1,954,701 $ 92,107 471% $2,245,118 $105,210 4.69%
Home equity 216,218 4.04 232,278 9,774 4.21 251,599 4.66
Second mortgage 37,021 5.75 48998 = 2,863 5.84 62,349 6.24
Residential real estate 207,553 3.95 87,858 ° 4,547 5.18 79,547 - 5.55
Other 35,636, 6.95 51,041 3,502 6.86 - 60,874 6.84
Total loans receivable 2,311,054 4.49 2,374,876 112,793 4.75 2,699,487 4.79
Investment securities @ 537,710 233 505,006 14,940 296 . 452,365 3.95
Interest-earning deposits with banks 28,646 0.24 117,830 288 024 69,803 0.24
Total interest-earning assets' 2,877,410 4.04 2,997,712 128,021 427 3221655 458
Non-interest-earning assets: i o o .
Cash and due from banks 73,000 72,455 47,393 -
Bank properties and equipment, net 52,781 54,589 - 52,944
Goodwill and intangible assets, net 43,280 46,961 95,010.
Other assets 108,299 114,158 150,558
Total non-interest-earning assets 271,360 288,1 _6§ 345905
Total assets $3,154,770 $3,285,875 $ 3,567,560
Interest-bearing liabilities:
Interest-bearing deposit accounts: : i ;
Interest-bearing demand deposits $1,225,609 039% $1317,816 $ 7,024 .053% $1,312,871. 0.81%
Savings deposits 263,307 0.34 271,970 1,412 0.52 285,121 0.77,
Time deposits 643,822 1.22 675,464 10,301 1.53 899,038 1.76
Total interest-bearing deposit accounts 2,132,738 0.64 2,265,250 18,737 0.83 . _ 2,507,030 1,15
Short-term borrowings: ' ‘ o
Federal funds purchased ' 5,437 0.37 36 - - 16,907 - 0,53
Repurchase agreements with customers 5,157 0.14 6,681 7 0.10 16,069 2.0.18
Long-term borrowings: . )
FHLBNY advances * 37,038 242 18,316 884 483 22,710 474
Obligation under capital lease 7,737 6.63 7,988 527 6.60 - 8212 © 6.70
Junior subordinated debentures 92,786 2.80 92,786 2,997 © 323 92,786 4.44
Total borrowings 148,155 2.72 125,807 4,415 3.51 156,684 ) 374
Total interest-bearing liabilities 2,280,893 0.77 2,391,057 23,152 0.97 2,663,714 1.30
Non-interest-bearing fiabilities:
Non-interest-bearing demand deposits 499,435 509,678 481,757
Other liabilities 80,777 86,013 -96,420
Total non-interest-bearing liabilitiss 580,212 595,691 578,177
Total liabilities 2,861,105 2,986,748 3,241,891,
Shareholders’ equity 293,665 299,127 - 325,669
Total fiabilities and shareholders’ equity $3,154,770 $3,285,875 - $3,567,560 .
Net interest income © $104,869
Interest rate spread 3.27% 3.30% 3.28%
Net interest margin © - 3.43% 3.50% 3.50%
Ratio of average interest-
earning assets to average o
interest-bearing liabilities 126.15% 125.37% 120.95%

(1) Average balances include non-accrual loans (see “Non-Performing and Problem Assets”).
(2) Loan fees are included in interest income and the amount is not material for this-analysis.
(3) Interest earned on non-taxable investment securities is shown on a tax equivalent basis assuming a 35% marginal federal tax rate for all penods The fully taxable equivalent adjustment
for the years ended December 31, 2012, 2011 and 2010 was $870 thousand, $1.3 miltion and $1.8 million, respectively.
(4) Amounts include Advances from the Federal Home Loan Bank of New York (“FHLBNY”) and Securities sold under agreements to repurchase — FHLBNY.
(5) Interest rate spread represents the difference between the average yield on interest-earning assets and the average cost of mterest -bearing fiabilities.
(6) Net interest margin represents net interest income as a percentage of average interest-earning assets.
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TABLE 2: RATE-VOLUME VARIANCE ANALYSIS @

2012 vs. 2011

" 2011 vs. 2010

Years Ended December 3,

Increase (Decrease) Due To Increase (Decrease) Due To
L Volume. Rate Net Volume Rate . Net

Interest income: : ‘ :

- Loans receivable: : ~ . - )
Commercial and industrial L $(6,458) $(3,484) $ (9,942 $(13,680) $ 577 $(13,103)
‘Home.equity . . . ‘ (656) (380) (1,036) . (860) (1,080) (1,940)

. Second mortgage k (691) 44) = (739 - (792 - (234 (1,026)
Residential.real estate o 3,568 84 3,652 442 (310 132
Other - - (1,004) " (1) = (1,025) 674) 13 (661)

Total loans receivable , o (5,241) (3,845) - (9,086) - - (15,564) (1,034) (16,598)
Investment secunhes _ ’ (193) (2,218) ey 1908 - (4814 - (2,906
Interest-earning deposits with banks_ (217) 3) _(220) - 17 5 122
Total interest-earning assets 7 (5,651) (6,066) (11,717) (13,539) - (5,843 (19,382

Interest expense:

Interest-bearing deposit accounts _ , SO :

Interest-bearing demand deposns v (470) (1,776). ~(2,246) ~ . 40 (3,708) (3,668)
Savings deposits o (44) (468) (512) -(167) - (704) 871)
_Time deposits ’ ~ (459) (1,966) (2,425) (3,587) -~ (1.917) (5,504

Total interest-bearing deposit accounts , (973) (4,210) - (5,183) (3,714) (6,329) (10,043

Short-term borrowings: , ‘ o o e , :
Federal funds purchased T 20 - 20 (44) (45) (89).
- Repurchase agreements with customers o - - - 17 . (5) . {22

. Long-term borrowings: , _ L . : :
FHLBNY advances @ : ' 157 (143) 14 . 82, (274) (192)

~ Obligation under capital lease : (13) (1) (14) (15) 8) (23
Junior subordinated debentures (2) (401) (403) = {1,120) (1,120)

Total borrowings S ‘ 162 ~ (545) ' (383) 6 (1,452) . (1,446)
Total interest-bearing liabilities " (811) (4,755) (5,566) (3,708) (7,781) {11,489
Net change in net interest income $(4,840) $(1,311)  $ (6,151) $ (9,831)  $1,938 $ (7,893

1 For each category of interest-earning assets and interest-bearing liabilities, mformahon is provided on changes attributable to (i () changes in volume (changes in average volume

”multiplied by the prior year rate) and (i) changes in rate (changes in rate muttiplied by the prior year average volunie). The combined eﬁect of changes in both volume and rate has been
allocated to volume or rate changes in proportion to the absolute dollar amounts of the change in each.

(2) Amounts include Advances from the FHLBNY and Securities sold under agregments to repurchase — FHLBNY. -

Interest income (on a tax- -equivalent basis) decreased $11.7 million,
or 9.2%, to $116.3 million for 2012 compared to $128.0 miflion in 2011;
primarily due to a decrease 0f 26 basis:points in the yield on loans and a
decrease 0f-63 basis points_in yield on average investments, .as well as
adecrease of $63.8 million, or 2.7%, in average loan balances. The rate
declings were due to the overall-decling in market interest rates during
2012. Significant pressures on loan yields existed through 2012 due to
the competitive lending environment.

Interest income (on a tax-equivalent basis) decreased $19. 4 million,
or 13.1%, to $128.0 million for 2011 compared to $147.4 million in
2010, primarily due to a decrease of $324.6 million, or 12.0% in average
loan balances as well as.a decrease of four basis points in the yield on
loans and a decrease of 99 basis points in yield on average investments.
These declines were due to the overall decline in market interest rates
during 2011.-Interest income on loans decreased $16.6 million as
average loans receivable declined $324.6 million; or 12.0%, over the

prior year. Interest income on investments-decreased $2.9 million even
as: average investments increased $52.6 million, or 11.6%;. .over the
prior year. During 2011, the Company.sold $102.2 million in higher
yielding available-for-sale securities.

Interést expense decreaséd $5.6 million, or 24.0%, to $17.6 million
for 2012 compared to.$23.2 million in 2011, primarily due to a decrease
in the cost of interest-bearing deposits of $5.2 million, or 19 basis
points. The Company continued to lower interest rates ‘on ‘its deposit
products throughout 2012.

~ Interest expense decreased $11.5 million, or 33.2%, to $23.2 million
for 2011 compared to $34.6 million in 2010, primarily due to a
decrease in the cost of interest- beanng deposﬂs of $10.0 million, or
32 basis points. -
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Provision for Loan Losses. The Company recorded a provision for
loan losses of $57.2 million during 2012, as compared to $74.3 million
during 2011 and $101.5 million during 2010. The Company’s total
loans held-for-investment before allowance for loan losses were
$2.27 billion at December 31, 2012, as compared to $2.29 hillion at
December 31, 2011, The ratio of allowance for loan losses to loans
held-for-investment was 2.02% at December 31, 2012 .compared to
1.82% at December 31, 2011. Net charge-offs were $52.4 million,
or 2.26% of average loans outstanding, for the year ended December
31, 2012 as compared to $114.7 million, or 4.83% of average loans
outstanding, and $79.8 million, or 2.95% of average loans outstanding,
for the years ended December 31, 2011 and 2010, respectively. Total
gross charge-offs in 2012 were $55.6 million, of which $51.3 million
related to the commercial portfolio. During 2012, the Company signed a
definitive agreement to sell $45.8 million of loans, having a book balance
of $35.1 million to a third party investor and the related loans were
marked to fair value and movec to loans held-for-sale. The resulting
charge-offs totaled $13.1 million. Excluding charge-offs related to the
loan sale, commercial charge-offs were largely driven by charge-offs of
$23.2 million taken on 10 relationships. The Company’s provision levels
remained elevated during the year as delinquency levels and credit
trends were still in the process of stabilizing in 2012.

The charge-offs in 2011 included $69.4 million in losses recorded
on the sale of $159.8 million in book balance of criticized and classified
commercial real estate loans during May 2011, Excluding the charge-offs
related to the loan sale, total commercial charge-offs were $43.2 million
in 2011. Charge-offs, excluding the loan sale, were primarily driven by
three commercial relationships for $25.0 million. '

At least quarterly, management performs an analysis to identify the
inherent risk of loss in the Company’s loan portfolio. This analysis includes
a qualitative evaluation of concentrations of credit, past loss experience,
current economic conditions, amount and composition of the loan
portfolio (including loans being specifically monitored by management),
estimated fair value of underlying collateral, delinquencies, and other

factors. Additionally, management updates the migration analysis and.

historic loss experience on a guarterly basis.

Non-Interest Income. Non-interest income increased $16.0 million,

0or 118.7%, to $29.5 million for 2012 as compared to $13.5 miliion for 2011:
The primary drivers of this change were a $7.2 million increase in gains on
the sale of residential mortgage loans and a decreass of $10.3 million in
derivative credit evaluation adjustment charges as compared to the prior
year. The increase in gains on the: sale of mortgage loans resulted from
the expansion of the Company’s mortgage operations which began in the
first quarter of 2012. Derivative credit valuation adjustments were higher
in 2011 compared to 2012 due to swap termination costs associated with
the May 2011 commercial loan sale.

Non-interestincome decreased $2.0 million, or 13.2%, to $13.5 million
for 2011 as compared to $15.5 million for 2010. The primary drivers
of this change were a $3.1 million decrease in gains on the sale of
available-for-sale securities and a decrease of $717 thousand in service
charges on deposit accounts as compared to the prior year; partially
offset by a decrease of $1.1 million in impairment lgsses on available-
for-sale securities and an increase of $890 thousand in bank-owned life
insurance income over the same period from a death benefit recorded
in 2011

Non-Interest Expense. Non-interest expense increased $10.4 million,
or 9.4%, to $120.6 million for 2012 as compared to $110.2 million for
2011. The primary driver of this increase was the increase in salaries
and employee benefits of $10.0 million, or 19.0%, from the prior year
primarily due to the expansion of the Company’s mortgage operations. in
addition, there was an increase of $1.3 million in provision for unfunded
commitments as this reserve was reduced by $1.1 million in 2011 due to
a reduction in. unfunded commitments and riortgage recourse reserves
of $775 thousand were recorded in 2012 as compared to $0 in 2011.
Partially offsetting these increases was a decrease in problem loan costs
of $2.7 million, or 31.9% from 2011 to 2012 due to loan sa!e related

. expenses in 2011.

Non-interest expense decreased $90.8 million, or 45. 2%, to
$110.2 million for 2011 as compared to $201.1 million for 2010. The
primary driver of this decrease was the prior year goodwill impairment
charge’ of $89.7 million. Salaries and employee benefits decreased
$2.7 million, or 4.9%, from the prior year primarily due to staffing
reductions that occurred towards the end of 2010. Problem loan costs
increased $3.2 million, or 61.6% from 2010 to 2011 due to- loan sale
refated expenses as-well as credit deterioration in the commercial real
estate loan portfolio. Other expense decreased by $2.8 million, or
33.1%, for the same period due to positive derlvatlve credit valuation
adjustments recorded in 2011.

Income Tax Expense. Income tax expense decreased $44
thotisand from $10 thousand for the year ended December 31, 2011
to a tax benefit position of $34 thousand for 2012. As the Company
remained in a cumulative loss position at December 31, 2012, a full
deferred tax vaiuation allowance is still considered appropriate. As
such, the Company recorded no federal income tax expense in 2012,

The tax benefit in 2012 relates to a prior penod federal refund owed to

the Company.

Income tax expense decreased $9 3 million from $9.3 million for the
year ended December 31, 2010 to income tax expense of $10thousand
for 2011. As the Company remained in a cumulative loss position at
December 31, 2011, a full deferred tax valuation allowance is considered
appropriate. As-such, the Company recorded no federal income tax
expense in 2011

Lluumm AND CAPITAL RESOURCES

The liquidity of the Company is the ability to maintain cash flows that
are ‘adequate to fund operations and meet its other obligations on a
timely and cost-effective basis in various market conditions. The ability
of the Company to meet its current-financial obligations is a function of
balance sheet structure, the ability to liquidate assets and the availability
of alternative sources of funds. To meet the needs: of the clients and
manage the-risk of the Company, the Company engages in liquidity
planning and management.

" The ‘major source 'of the Company’s funding is deposits, WhICh
management believes will be sufficient to meet the Company’s daily
and long-term “operating liquidity needs. The ability of the Company
to retain and.attract new deposits is -dependent upon the variety and
effectiveness of its customer account products, customer service and
convenience, and rates paid to customers. The Company also -obtains

©
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funds from the repayment and maturities of loans, maturities or calls
of investment securities, as well as froma variety of wholesale funding
sources including, but not limited to, brokered deposits, federal funds
purchased, FHLBNY advances, securities sold under agreements to
repurchase, and other secured and unsecured borrowings. Additional
liquidity can be obtained from loan sales or participations. In a continued
effort to balance deposit growth and net interest margin, especially in
the current interest rate environment and with highly competitive local
deposit pricing, the Company continually evaluates these other. funding
sources for funding cost efficiencies. During the year, the Company
aggressively lowered interest rates on deposits while managing overall
funding and liquidity. As a result of. this planned reduction.in deposit
rates, the Company. experienced an overall decline in. its deposit
balances. Core deposits, which exclude all certificates ‘of deposit,
decreased $19.1 million to $2.02 billion, or 74.3% of total deposits, at
December 31, 2012, as compared to $2.03 billion, or 76.3% of total
deposits, at December 31, 2011. The Company has additional secured
borrowing capacity with the FRB of approximately $174.4 million and the
FHLBNY of approximately $202.5 million: At December 31, 2012, $0
and $61.4 million of the Company’s secured borrowing-capacity through
the FRB and the FHLBNY was utilized, respectively. The Company has
additional unsecured borrowing capacity through lines of credit with
other financial institutions of approximately $55.0 million. Management
contlnues to monitor the Company’s liquidity and has taken measures to
increase its. borrowmg capacity by providing additional collateral through
the pledgmg of loans. As of December 31, 2012, the Company had a
par value of $364.4 million and $180.7 million in loans and securities,
respectlvely,‘ pledged as collateral on secured borrowings.

The Company’s primary uses of funds are the origination of loans,
the funding of the Cempany’s maturing certificates of deposit, deposit
withdrawals, the repayment of borrowings and general: operating
expenses. Certificates of deposit scheduled to mature during the 12
months ending December 31, 2013 total $437.0 million, or approximately
62.6% of total certificates of deposit. The Company continues to operate
with a core deposit relationship strategy that values a long-term stable
customer relationship. This strategy employs a pricing strategy that
rewards customers that establish core accounts and maintain a certain
minimum threshold account balance. Based on market conditions and
other liquidity considerations, the Company may also avail itself to the
secondary borrowings discussed above.

Total loans receivable increased $83.4 million, or 3.6%, during 2012.
The Company anticipates that deposits, cash and cash equivalents on
hand, the cash flow from assets, as well as other sources of funds will
provide adequate liquidity for the Company’s future operating, investing
and financing needs.

Management currently operates under a capital plan for the Company .

and the Bank: that is expected to allow the Company and the Bank
to grow capital internally at levels sufficient for achieving its internal
growth projections while managing its operating and financial risks.
The principal components of the capital plan are to generate additional
capital through retained earnings from internal growth, access the
capital markets for external sources of capital, such as common
equity and capital securities, when necessary or appropriate, redeem
existing capital instruments and refinance such instruments at lower

rates when-conditions: permit, and maintain- sufficient capital for safe
and sound operations. The Company continues to assess its plan for
contingency capital needs, and when -appropriate, the Company's
Board of Directors may consider various capital raising alternatives. As
part of its assessment, the Company performs stress tests on select
balance sheet components, deemed to have inherent risk given relevant
economic and regulatory conditions, in an effort to gauge potentlal
exposure on its capital position. .

On July 7, 2010, the Company entered mto securities purchase
agreements with WLR SBI- Acquisition €o, LLC, an affiliate of WL
Ross & Co. LLC (“WL Ross”), members and affiliates of the Bank’s
founding Brown Family (the “Brown Family™), certain affiliates of Siguler
Guff & Company, LP' (the “Siguler Guff Shareholders”) and certain
other institutional and accredited investors (the “Other Investors”). On
September 22, 2010, the Company completed the issuance and sale
of 4,672,750 shares of its common stock and 88,009 shares of its
Mandatorily Convertible Cumulative Non-Voting Perpetual Stock, Series
B (the “Series B Preferred Stock”) for net proceeds of $98.5 million. At
the Company’s Annual Meeting of Shareholders held on November 1,
2010, its shareholders approved an amendment to our Amended and
Restated Certificate of Incorporation allowing for the conversion of the
88,009 shares of Series B Preferred Stock into 22,002,250 shares of
common stock at a conversion price of $4.00 per share

On March 22, 2011, the Company completed a public offering of
28,750,000 shares of common stock at a public offering price of $3.00
per share, which included the full exercise of the over-allotment option
granted to the underwriters to purchase an additional 3,750,000 shares
of common stock. After deductmg the underwntlng discount and offering
expenses payable by the Company, the net proceeds were $81.4 million.
The Company’s three largest shareholders, WL Ross, Siguler Guff, and
the Brown Family, along with certain officers and directors, purchased
an aggregate of 10,193,224 shares in the offering. WL Ross and the
Siguler Guff* Shareholders maintained their percentage interest in
the Company in the offering. Pursuant to the terms of the securities
purchase agreements entered into between WL Ross, the Siguler Guff
Shareholders, the Brown Family and the Company in connection with
the private placement of Company securities in July 2010, each of these
investors was entitled to purchase shares in the offering at $2.85 per
share which represented the public offering price less the underwriting
discount of $0.15 per share paid to the underwriters on the other
shares sold.

On April 11, 2011, the Company issued and sold in a private placement
transaction an additional 3,802,131 shares at $2.85 per share totaling
$10.8 million in additional stock proceeds pursuant to the exercise of
gross-up rights contained in the previously executed securities purchase
agreements with the three investors noted above. The gross-up rights
were triggered by the underwriters’ exercise of the over-allotment option
in the public offering. On August 8,-2011, the Company issued in a
private placement approximately 2,378,232 additional shares at $2.85
per share totalmg $6.8 million in stock proceeds pursuant tothe exercise
of gross-up rights. The transactions were triggered pursuant to the
gross-up rights issued to Anchorage Capital Group, LLC (“Anchorage”),
in connection with its purchase of shares in the public offermg
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At December 31, 2012, WL Ross beneficially owned approximately
24.7% of our outstanding common stock, the Brown Family beneficially
owned approximately 18.1% of our -outstanding common stock and
the Siguler Guff Shareholders and Anchorage each beneficially-owned
approximately 9.8% of our outstanding common stock. None of the
Other Investors beneficially owned more than 2% of our common stock.

The Company is subject to regulatory capital requirements adopted by
the FRB for bank holding companies. The Bank is also subject to simitar
capital requirements adopted by the OCC. Under the requirements,
the federal bank.regulatory agencies have established quantitative
measures to ensure: that- minimum thresholds: for. Total Capital, Tier 1
Capital and Leverage (Tier 1 Capital divided by average assets) ratios
are maintained. Failure to meet minimum capital requirements can
initiate certain mandatory, and possibly additional discretionary,. actions
by regulators that, if undertaken, could have a direct material effect on
the Company'’s and the Bank'’s consolidated financial statements. Under
capital adequacy guidelines and the regulatory framework for-prompt
corrective action, the Company and the Bank must meet specific capital
guidelines that involve quantitative measures of their assets and certain
off-balance sheet items as calculated under regulatory practices. The
Company’s. and the Bank’s capital amounts and classifications' are
also subject to qualitative judgments by the federal bank regulators
about components, risk weightings and other factors. The Company’s
and the Bank's risk-based capital ratios have been computed in
accordance with regulatory practices. The Company and the Bank
were.in compliance with these ragulatory capital requ1rements of the
FRB and the OCC as of December 31, 2012. As discussed. below and
elsewhere herein, addltlonal capital requirements have been lmposed
on the Bank by the OCC, which the Bank was also in ful compliance
with as of December 31, 2012.

On April 15, 2010, the Bank entered into an Agreement with the
OCC (the “OCC Agreement”) which contained requirements to develop
and implement a profitability and capital plan that provides for the
maintenance of adequate capital to support the Bank’s risk profile in

TABLE 3: REGULATORY CAPITAL LEVELS

the current-economic environment. The capital plan was also required
to contain a dividend policy allowing dividends only if the Bank is in
compliance with the capital plan, and obtains prior approval from the
QCC. During the second quarter of 2010, the Company delivered its
profit and capital.plans to the OCC. The Company continues to maintain
and update appropriate capital and profit plan in- accordance with the
0GC Agreement. '

The Bank also agreed to: (a) implement a program to protect the
Bank’s interest in -criticized or classified assets, (b) review and revise
the Bank’s loan review program; (c) implement a program for the
maintenance of an adequate allowance for loan losses; and (d) revise
the Bank's creditadministration policies. During the second quarter
of 2010, the Company revised and implemented changes to policies
and procedures pursuant to the OCC Agreement. As noted earlier in
this section, the Bank also agreed that its brokered deposits will not
exceed 3.5% of its total fiabilities nless approved by the OCC. Effective
October 18, 2012, the OCC approved an increase of this limit to 6.0%.
Management does not expect this restriction will limit its access to
liquidity as the Bank does not rely on brokered deposits as a major
source of funding. At December 31, 2012, the Bank’s brokered deposits
represented 4.0% of its total liabilities.

The Bank is also subject to individual minimum capital ratios
established by the OCC requiring the Bank to continue to maintain
a Leverage ratio at least equal to 8.50% of adjusted total assets, to
continue to maintain a Tier 1 Capital ratio at least equal to'9.50% of
risk-weighted assets and to achieve, by June 30, 2010, and thereafter
maintain, a Total Capital ratio at least equal to 11.50% of risk-weighted
assets. At December 31, 2012, the Bank exceeded all of the three
capital ratio requirements established by the OCC as its Leverage ratio
was:9.24%, its: Tier 1 Capital ratio was 11.76%, and its Total Capltal
ratio was 13.02%. -

Management is working towards taking all of the necessary actions
for the Bank to become fully compliant with all requirements of the
OCC Agreement.

o Be Well-Gapitalized

' ‘ For Capital Under Prompt Corrective
December 31, 2012 Actual ~ Adequacy Purposes Action Provisions
Amount Ratio ~ Amount Ratio Amount  Ratio
Total Capital (to Risk-Weighted Assets): : .
Sun Bancorp, inc. $340,111  13.72%  $198,340  8.00% N/A
Sun National Bank 322,041 13,02 197,964 ~ 8.00 $247,455  10.00%
Tier | Capital (to Risk-Weighted Assets) ,
Sun Bancorp, Inc. 293,008 © 11.82 99,170 4,00 N/A
Sun National Bank 290,922 11.76 98,982 4,00 148,473 6.00
Leverage Ratio: :
Sun Bancorp, Inc. 293,008 - 9.30 126,080 4.00 N/A
290,922 157,377  5.00

Sun National Bank

(1) Not applicable to bank holding companies. °

9.24 125,902 4.00
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- The Company’s ratio of tangible equity to tangible assets, which is
a non-GAAP financial measure of risk, was6.95% at December 31,
2012, compared with 8.41% at December 31, 2011. Tangible-equity and
tangible assets are calculated by subtracting identifiable intangible assets
and goodwill from shareholders’ equity and total assets, respectively,
and may be used by investors to assist them in understanding how much
loss, exclusive of intangible assets and goodwill, can be absorbed before
shareholders’ equity is depleted. The Company’s and Bank's regulators
also exclude intangible assets and goodwill from sharsholders™ gquity
when assessing capital adequacy of each.

The Company’s capital securities are deconsolidated in accordance
with GAAP and qualify as Tier 1 capital under federal regulatory
guidelines. These instruments are subject to a'25% capital limitation
under risk-based capital -guidelines developed:by the FRB. .lv March

2005, the FRB amended its risk-based capital standards to expressly

allow the continued limited inclusion of outstanding and prospective
issuances of capital securities in a bank holding company’s ‘Tier 1
capital, subject to tightened quantitative limits. The FRB's amended
rule was to become effective March 31, 2009, and would have limited

capital securities and other restricted core capital-elements to 25% of all

core capital elements, net of goodwill less any associated deferred tax
liability. On March 16, 2009, the FRB extended for two years the ability
for bank holding companies to include restricted core capital elements
as Tier 1 capital up to 25% of all core capital elements, including
goodwill. The portion that exceeds the 25% capital limitation qualifies
as Tier 2, or supplementary capital of the Company. At December 31,
2012, the $74.1 million in capital securities qualify as Tier 1.

The ability of the Bank to pay dividends to the Company is controlled
by certain regulatory restrictions. Generally, dividends declared in a
given year by a national bank are limited to its net profit, as deflned by
regulatory agencies, for that year, combined with its retained net.i lncome
for the preceding two years, less any required transfer to-surplus or to
fund for the retirement of any preferred stock. In addltlon a national

profits and a national bank may not declare any dividends if such
declaration would leave the bank inadequately capitalized. Therefore,
the ability of the Bank to declare dividends will depend on its future
net income and capital requirements. Also, banking regulators have
indicated that national banks should generally pay dividends only out of
current operating earnings. Further, per the OCC Agreement, a dividend

may only be declared if it is in accordance with the approved capital

plan, the Bank remains in compliance with the capital plan following the
payment of the dividend and the' dividend is approved by'the OCC. As a
result of these restrictions, the amount available for payment of dividends
to the Company by the Bank totaled $0 at December 31, 2012

The Bank’s deposits are insured to applicable limits by the Federal
Deposit Insurance Corporation (“FDIC”). As part of the Dodd2Frank Wall
Street Reform and Consumer Protection Act of 2010 (the “Dodd- Frank
Act”) which was signed into law on July 21, 2010 the maX|mum dep03|t
insurance limit is $250 thousand.

In addition, the Dodd-Frank Act amended the Federal DepOSIt
insurance Act to prowde for full deposit insurance coverage for
noninterest-bearing transaction accounts for a two year perio_d_ beginning

December-31; 2010. This applies to all insured depository institutions
with no opt in- or opt out reqmrements This amendment. explred on
December 31,2012,

“n May 2009, the FDlC imposed a special assessment equal to five
basis points of assets, less Tier 1 capital, ‘as of June 30, 2009, payable
on September 30, 2009, and reserved the right to impose additional
special assessments. In November 2009, instead of imposing additional
special assessments, the FDIC amended the assessment reguiations to
require all insured depository institutions to prepay their estimated risk-
based assessments for the fourth quarter of 2009, and for all of 2010,
2011 and 2012 on December 30, 2009. For purposes of estimating the
future assessments, each institution’s base assessment rate in effect on
September 30, 2009 was used, assuming a 5% annual growth rate in
the assessment base and a three basis point increase.in the assessment
rate in 2011 and 2012. The prepaid assessment will be applied against
actual quarterly assessments until exhausted. Any funds remaining after
June 30, 2013 will be returned to the institution. If the prepayment
impairs an institution’s liquidity or otherwise creates significant hardship,
it was able to apply for an exemption. Requiring this prepaid assessment
does not preclude the FDIC from changing assessment rates.or from
further revising the risk-based assessment system..On December 30,
2009, the Company paid the FDIC prepaid assessment of $18.3 million
which was to be recognized as expense for a three-year period from that
date. At December 31, 2012, the remaining balance of the FDIC prepaid
assessment was $2.6 million, with $3.9 million being recognized in
expense during 2012.

Under federal law, depesits and certain claims for adminiétrative
expenses and employee compensation against an insured depository -
institution are afforded a priority over other general unsecured claims

- against such an institution, including federal funds and letters of credi,

in the liquidation or other resolution of such an institution by any receiver
appointed by regulatory authorities. Such priority creditors would include

the FDIC.
bank may not pay any dividends in an amount greateér than its undivided "

See Note 23 of the Notes to Consolidated Financial Statements for
additional information regarding regulatory matters.

Asset and Liability Management. Interest rate, credit and
operational risks are among the most significant market risks impacting
the performance of the Company. The Company has an Asset Liability
Committee (“ALCO"), composed of senior management representatives
from a variety of areas within the Company. ALCO, which meets at least
quarterly, devises strategies and tactics to- maintain the net interest
income of the Company within acceptable ranges over a variety of
interest rate scenarios. Should the Company’s risk modeling indicate an
undesired exposure to changes in interest rates, there are a number of
remedial options available, including changing the investment portfolio
characteristics, and changing loan and deposit pricing strategies. Two
of the tools used in monitoring the Company’s sensitivity to interest rate
changes are gap analysis and net interest income simulation.

Gap Analysis. Banks are concerned with the extent to which they
are able to match maturities or re-pricing characteristics of interest-
earning assets and interest-bearing liabilities. Such matching is
facilitated by examining the extent to which such-assets and liabilities
are- interest-rate sensitive and by monitoring the bank’s interest rate

@
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sensitivity gap. Gap analysis measures the volume of interest-earning
assets that will mature or re-price within a specific .time period,
compared to the interest-bearing liabilities maturing or re-pricing within
that same time period. On a monthly basis, the Company and the Bank
ionitor their gap, primarily cumulative through both six month and one
year maturities.

TABLE 4: INTEREST RATE SENSITIVITY SCHEDULE

ot

Table. 4 provides the maturity and re-pricing characteristics of the
Company’s interest-earning assets and interest-bearing liabilities
at December 31, 2012. All amounts are categorized by their actual
maturity or re-pricing. date with the exception of interest-bearing
demand deposits and savings deposits. As a result of prior experience
during periods of rate volatility and management’s estimate of future
rate sensitivities, the Company allocates: the interest-bearing demand
deposits.and savings deposits into categories noted below, based.on the
gstimated duration of those deposits.

Maturity/Re-pricing Time Periods

December 31, 2012 0-3 Months 4-12 Months 1-5 Years Over 5 Years Total
Interest-earning assets: ' . '
FHLB interest- bearing deposits $ 699 $ - - $ - $ - $ 699
Loans receivable 1,246,490 1335655 583,283 120,581 2,286,009
Investment securities 105,435 97,611 147,431 108,637 459,114
Federal funds sold 91,601 il - - 91,601
Total interest-earning assets 1,444,225 433,266 730,714 229,218 2,837,423
Interest-bearing liabilities: i
Interest-bearing & non-interest demand deposits 582,090 - 161,961 - 363,242 110,557 1,217,850
Savings deposits 74,231 32,751 87,548 69,624 264,154
Time certificates 138,417 299,070 259,774 625 697,886
Federal Home Loan Bank Advances 334 70 430 60,582 61,416
Securities sold under agreements to repurchase 1,968 - - - 1,968
Guaranteed interest in Company’s subordinated debt 92,779 . (20 (104) 419 92,236
Other Borrowings 68 210 1,472 5,859 7,609
Total interest-bearing liebilities 889,887 494,042 712,362 246,828 2,343,119
Periodic gap $ 554,338 $ (60,776) $ 18,352 $(17,6100 $§ 494,304
Cumulative gap $ 554,338 $493,562 $511,914 $494,304
Cumulative gap as a % of total-assets 17.2% 15.3% 15.9% 15.3%

At December 31, 2012, the Company’s gap analysis showed an
asset-sensitive position with total interest-bearing assets maturing or
re-pricing within one year, exceeding interest-earning liabilities maturing
or re-pricing during the same time period by $493.6 million, representing
a positive one-year gap ratio of 15.3%. All amounts are categorized
by their actual maturity, anticipated call or re-pricing date with the
exception of interest-bearing demand deposits and savings deposits.
Though the rates on interest-bearing demand and savings depasits
generally trend with open market rates, they often do not fully adjust
to open market rates and frequently adjust with a time lag. As a resuft
of prior experience during periods of rate volatility and management’s
estimate of future rate sensitivities, the Company-allocates the interest-
bearing demand deposits and savings deposits based on an estimated
decay rate for those deposits. ‘

Net Interest Income Simuiation. Due to the inherent limitations

of gap analysis, the Company also uses simulation models to measure

the impact of changing interest rates on its operations. The simulation

mode! attempts to capture the cash flow and re-pricing characteristics

of the current assets and liabilities on the Company’s balance sheet.
Assumptions regarding such things as prepayments, rate change

behaviors, level and composition of new balance sheet activity, and new
product lines are incorporated into the simulation model. Net interest
incomeis simulated over a 12-month horizon under a variety of finear
yield curve shifts, subject to certain‘limits agreed to by ALCO.

* Net interest income simulation analysis, at December 31, 2012,
shaws a position that is slightly asset sensitive as rates increase. The
net income simulation results are impacted by an expected continuation
of deposit pricing competition which may limit deposit pricing flexibility
in both increasing and decreasing rate environments, floating-rate loan
floors initially limiting. loan rate increases and a relatively short liability
maturity structure including retail certificates of deposit. '

Actual results may differ from the simulated results due to such

_ factors as the timing, magnitude and frequency of interest rate
“changes, changes in market conditions, management strategies and

differences in actual versus forecasted balance sheet composition and
activity. Table 5 provides the Company’s estimated earnings sensitivity
profile versus the most likely rate forecast as of December 31, 2012
The Company -anticipates that strong deposit “pricing competition
will continue to limit deposit pricing flexibility in an increasing and a
decreasing rate environment.

()
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TABLE 5: SENSITIVITY PROFILE
Change in Interest Rates

(Basis Points) Interest Income Year 1
4200 ' - 2.5%

+100 0.8%

-100 -1.8%

-200 o o -41%

Derivative Financial Instruments. The Company utilizes certain
derivative financial instruments to enhance its ability to manage interest
rate risk that exists as part of its ongoing business operations. In general,
the derivative transactions entered into by the Company fall into one of
two types: a fair value hedge of a specific fixed-rate loan agreement and
an economic hedge of a derivative offering to a Bank customer. Derivative
financial instruments involve, to varying degrees, interest rate, market

TABLE 6: CONTRAGTUAL OBLIGATIONS

~ Percentage Change in Net

and credit risk. The Company manages these risks as part of its asset
and liability management process, and through credit policies and
procedures. The Company seeks to minimize counterparty credit risk by
establishing credit limits and collateral agreements. The Company does
not use derivative financial instruments for trading purposes. For more
information on the Company’s financial derivative instruments, please
see Note 19 of the Notes to Consolidated Financial Statements.

Disclosures about Contractual Obligations and Commercial
Commitments. Purchase obligations include- significant contractual
cash obligations. Table 6 provides the Company’s contractual cash
obligations at December 31, 2012. Included in Table 6 are the minimum
contractual obligations under legally enforceable contracts with contract
terms that are both fixed and determinable. The majority of these
amounts are primarily for services, including core processmg systems
and telecommunications maintenance.

Payments Due by Period

December 31,2012
Less Than 1103 3to5 After 5
Total 1 Year Years Years Years
Time deposits @ $697,886 $437,006 $166,827 $ 93,428 $ 625
Long-term debt - 154,841 3,928 7,256 7,262 136,394
Leases _ 57,447 4,953 9,610 9,063 33,822
Purchase obligations (off-balance sheet): 15,489 - 5,401 5,969 2,871 1,248
Total contractual cash obligations $925,663 $451,288 $189,663 $112,624 $172,088

(1) Amount represents the book value of time deposits, including brokered time deposits.

The Company maintains a reserve for unfunded loan commitmentsand -

letters of credit, which is reported in other liabilities in the Consolidated
Statements of Financial Condition, consistent with FASB ASC 825,
Financial Instruments. As of the balance sheet date, the Company
records estimated losses inherent with unfunded loan commitments in
accordance with FASB ASC 450, Contingencies, and estimated future
obligations under letters of credit in accordance with FASB ASC 460,
Guarantees. The methodology used to determine the adequacy of this

reserve is integrated in the Company’s process-for establishing the
allowance for loan losses and considers the probability of future losses
and obligations that may be incurred under these off-balance sheet
agreements. The reserve for unfunded loan commitments and letters
of credit at December 31, 2012 and December 31, 2011 was $613
thousand and $381 thousand, respectively. Management believes this
reserve level is sufficient to absorb estimated probable losses related to
these. commitments.

Table 7 provides the Company’s off balanée sheet commitments (see Note 18 of the Notes to Consolidat_ed Financial Statements for additional

information) at December 31, 2012,

TABLE 7: OFF BALANCE SHEET COMMITMENTS

December 31,2012 Amount of Commitment Expiration Per Period
Unfunded Less Than 1to3 3t05 After 5

Commitments 1 Year Years Years Years

Lines of credit $543,594 $277,208 $24 295 $6,595 $235,496
Commercial standby letters of credit 40,541 40,232 309 - -
Construction funding 101,083 26,039 75,044 - -
Other commitments 157,219 157,219 - - -

Total off balance sheet commitments $842,438 $99,648 $6,595

$500,698 $235,496

©)
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Standby letters of credit are conditional commitments issued by
the Company to guarantee tha performance-of a customer:to a third
party. The guarantees are primarily issued to support private borrowing
arrangements. The credit risk involved in issuing: letters of :credit is
essentially- the same as that involved ‘in ‘extending Joan facilities'to

customers. In the event of a draw by the beneficiary that complies with .

the terms of the letter ‘of credit, the Company would be required: to
honor the commitment. The Company takes various forms of collateral,
such as real estate assets and customer business:assets; to secure
the commitment. Additionally, all letters of credit are supported by
indemnification agreements executed by-the customer. The maximum
undiscounted exposure related to these commitments at December 31,
2012 was $40.5 million and the portion of the exposure not covered
by collateral was approximately $666 thousand. We believe that the
utilization rate of these letters of credit will continue to be substantially
less than the amount of these commitments, as has been our experience
to date.

Impact of Inflation and Changing Prices. The consolidated
financial statements of the Company and notes thereto, presented

elsewhere herein, have been prepared in accordance with GAAP, which

requires the measurement of financial. condition and-operating results
without considering the change in the relative purchasing power -of
money over time and due to inflation. The impact of inflation is reflected
in the increased cost of the Company’s operations. Nearly all the assets
and liabilities of the Company are monetary. As a result, interest rates
have a greater impact on the Company’s performance than do the
effects of general levels of inflation. Interest rates do not necessarily
move in the same direction or to the same extent as the-price of goods
and services.

FINANCIAL CONDITION

The Company’s assets were $3.22 billion at December 31, 2012
compared to $3.18 billion at December 31, 2011. Gross loans
receivable and loans held-for-sale increased $82.8 million, or 3.6%,
to $2.40 billion at December 31, 2012 as compared to $2.31 billion at
December 31, 2011. The investment portfolio decreased $70 7 million,
or 13.3%, to $462 0 million at December 31, 2012 from $532.7 million
at December 31, 2011. Deposits increased 1.7% to $2.71 billion at
December 31, 2012 as compared to $2.67 billion at December 31,

2011, Excluding junior subordinated debentures, borrowings increased .

$39.7 million, or 127.0%, to $71.0 million at December 31, 2012.

Loans. Gross loans held-for-investment decreased $15.0 million
from the prior year end to, $2.28 billion at December 31, 2012 as the
Company transferred $33 5 million of book balance loans to loans
held-for-sale as of December 31, 2012. The Companys home equity
portfolio, which includes second mortgages, decreased $27.3 million,
in comparison to the prior year end. The Company continues to see
competition for loans across all products and market segments. During
2012, competitive. pressures have increased.as. interest rates fell to
historical lows and loan activity has increased as the economy improves.

The trend of the Company S lendmg continues to reﬂect the geograph|c
and borrower diversification of the commercial loan portfoho As the
Company's marketplace has expanded within the State of New Jersey,
commercial lending activities have | grown, especially inthe central and
northern parts of the state. The recent recession which impacted all
aspects of the national and regional economy_and the slow pace of
recovery have created increased stress in our loan portfolios and have
had an adverse effect on the Company’s financial condition and resuits
of operation. At December 31,.2012 and 2011, the Company did not
have more than 10% of its total loans outstanding concentrated in
any one industry category, including, but not limited to, the hospitality,
entertainment and leisure industries, and general office space. The loan
categories are based upon borrowers engaged in similar activities who

_would be similarly impacted by economic or other conditions. -

Table 8 provides selected data relating to the compesition of the
Company’s loan portfolio by type of loan and type of collateral at

- December 31, 2012, 2011, 2010, 2009 and 2008.
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TABLE 8: SUMMARY OF LOAN PORTFOLIO

-

December 31, 2012 2011 2010 2009 2008
g Amount - % Amount % Amount: % Amount % Amount %

Type of Loan: _ _ _ '
* Commercial and industrial $1,725567 - ‘77.37% $1,878,026 .83.49% $2,103,492 85.74% $2,249.365 84.64% $2,234,202 82.67%
* Home equity 207,720  9.31 224517 9.98 239729 977 258592  9.73 274,360 10.15

-'Second mortgage 30842 138 41,470 1.84 53,912 2.20 68,592 2.58 84,388 3.12

Residential rea! estate 273,413 - 1226 100,438 4.47 79,074  3.22 75,322  2.83 67,473  2.50

~Other- 38618 . 1.74 46671 . 2.07 58963  2.40 65,776  2.47 79402 294
Less: Loari Toss allowance (45,873) (2.06) (41,667) (1.85) 81,713 (3.33 69,953)  (2.25) (37,309)  (1.38)

Net loans receivable $2,230,287 100.00% $2,249,455

100.00% $2,453,457 100.00% $2,657,694 100.00% $2,702,516 100.00%

Type of Collateral:
Residential real estate:

* 1-4 family $ 543439 - 2437% $ 429,106
Other 19,425  0.87 15,127
Construction and land development: .
1-4 family 6,438 029 15,807
Other ) 50,753 228 82,116
- Commercial real estate 1,006,982 49.19 1,226,349
-Commercial business loans 522,202 23.41 500,301 .
Consumer ) 30,536 1.37 37,087
Other o 6385 028 8,421
Less: Loan loss allowance (45,873) (2.06) (41,667)

18.88% $ 426,488

(1.83) 81,713 (3.33)

18.31%

17.38% $ 460,106 -17.31% $ 494,828
0.67 19,835  0.81 22992 0.87 24692 09
0.70 28816 1.7 43,803 1.6 64,646 239
3.61 147,909  6.03 187,624  7.06 163,206 567
53.96 1,385,210 56.46. 1,503,301 56.56 1,495,398 55.34
22,01~ 466,870 19.03 425,541, - 16.01 434,097 - 16.06
1.63 43835 = 1.79 © 50,827 191 . 56,312 208
0.37 16,207  0.66 23453  0.88 16,647 062

(69,953)  (2.25) (37,309)  (1.38)

Net loans receivable -

Many of the Company’s commercial and industrial loans have a real
estate component as part of the collateral securing the accommodation.
Additionally, the Company makes commercial real estate loans for the
acquisition, refinance, improvement and construction of real property.
Loans secured by owner occupied properties are dependent upon the
successful operation of the borrower’s business. If the operating company
eéxperiences difficulties in terms of sales volume and/or profitability, the
borrower’s ability to repay the loan may be impaired. Loans secured
by ‘properties ‘where repayment is dependent upon payment of rent
by third-party tenants or the sale of the property may be impacted by
loss of tenants, lower lease rates needed to attract new tenants or the
inability to sell a completed project in a timely fashion and at a profit.
At December 31, 2012, commercial and industrial loans secured by
commercial real estate properties totaled $1.11 billion of which-$527.8
million, or 47.4%, were classified as ‘owner “occupied and $584.9
million, or 52.6%, were classified as non-owner occupied. Management
considers these loans to be well diversified across muttiple industries.

.~ $2,230,287 100.00% $2,272,647 100.00% $2,453,457 -100.00% $2,657,694 100.00% $2,702,516 100.00%

The Company’s home equity loan portfolio, including second mortgages,
represents 10.7% of total loans outstanding at December 31, 2012.
The home equity loan portfolio decreased $27.3 million, or 10.3%, from
December 31, 2011. Usage of home equity lines of credit has remained
constant, at approximately 48.4% over the past year with approximately
25.4% of the overall home equity doan portfolio. balance..being in a
first lien position. At December 31, 2012, residential real estate loans
represent 12.3% of total loans outstanding and is the largest component
of the Company’s non-commercial portfolio. The residential loan portfolio
increased $173.0 million, or 172.2%, from December 31, 2011. This
increase is due to the Company’s strategy implemented in 2011 to
increase its held-for-investment jumbo residential mortgage portfolio.

Table 9 provides the estimated maturity of the Company’s loan
portfolio at December 31, 2012. The table does not include potential
prepayments or scheduled principal payments. Adjustable-rate
mortgage loans are shown based on contractual maturities.

©
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TABLE 9: ESTIMATED MATURITY OF LOAN PORTFOLIO

 Due After 1

Due Within. Through Due After Allowance for
December 31,2012 1 Year 5Years " 5 Years - Loan Loss ~ Total
Commercial and industrial $354,373 $1,002,974 - $368,220 $33,197 $1,692,370
Home equity @ 308 . 8,579 231,675 2,734 235,828
Residential real estate ‘ 1,576 388 . 271,449 3,333 270,080
Other 5,944 4,576 128,098 6,609 32,009
$1,014,517 '$899,442 $45,873 $2,230,287

Total . $362,201

(1) Amount includes both home equity and second mortgages.

Table 10 provides the dollar amount of all loans due one year or more
after December 31, 2012, which have pre-determined interest rates and
which have floating or adjustable interest rates.

TABLE 10: LOANS GREATER THAN 12 MONTHS

Floating or
Adjustable
Fixed-Rates Rates Total

$461017 § 910177 $1371,194

December 31, 2012
Commercial and industrial

Home equity @ 31,307 206,947 238,254
Residential real estate - 172,585 99,252 271,837
Other 29,412 3,262 32,674

Total $694,321 $1,219,638 $1,913,959

(1) Amount includes both home equity and second:mortgages.

See Notes 5 and 6 of the Notes to Consolidated Financial Statements
for additional information on loans.

Non-Performing and Problem Assets .
Loan Delinquencies. The Company’s collection procedures provide
for a late charge assessment after a commercial loan is 10 days past

due, or a residential mortgage loan is 15 days past due. The Company .

contacts the borrower and payment is requested. If the delinquency
continues, subsequent efforts are made to contact the borrower. If the
loan continues to be delinquent for 90 days or more, the Company usually
declares the loan to be in default and payment in full is demanded.
The Company will initiate collection and foreclosure proceedings and

steps will be taken to liquidate any collateral taken as security for the
loan unless other repayment arrangements are made. Delinquent loans
are reviewed on a case-by-case basis in accordance with the lending
policy. .

Interest accruals are generally discontinued when a loan becomes 90
days past due or-when collection of principal or interest is considered

“doubtful. When interest accruals are discontinued, interest credited to

income in the current year-is reversed, and interest accrued in the prior
year is charged to the allowance for loan losses. Generally, commercial
loans and commercial real estate loans are charged-off no later than
180 days delinquent, unless the loan is well secured and in the process
of collection or other extenuating circumstances support collection.

- Residential real estate loans are typically placed on non-accrual at the .

time the loan is 90 days delinquent. Other consumer loans are typically
charged-off at 180 days delinquent. In all cases, loans must be placed
on non-accrual or charged-off at an earlier date if collection of principal

-or interest is considered doubtful.

Non-Performing Assets. Total non-performing assets decreased
$9.6 million from $112.7 million at December 31, 2011 to $103.1
million at December 31, 2012. This decrease was primarily a result
of a decrease in non-accrual loans of $63.7 million.due to the May
2011 loan sale. Commercial non-accrual loans were $53.3 million at
December 31, 2012. Interest income that would have been recorded on
non-accrual loans as of December 31, 2012, under the original terms
of such loans, would have totaled approximately $7.7 million for 2012.
The ratio of non-performing assets to net loans decreased to 4.62% at
December 31, 2012 compared to 4.96% at December 31, 2011.

Table 11 provides a summary of non-performing assets at
December 31,2012, 2011, 2010, 2009 and 2008.
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TABLE 11: SUMMARY OF NON-PERFORMING ASSETS

2012

December 31, 2011 2010 2009 2008
Non-performing loans:
Loans accounted for on a non-accrual basis: :
Commercial and industrial $ 53,315 § 81,041 $148517 $ 73596  $37,528
Commercial and industrial, held-for-sale 10,224 e o= -
Home equity lines of credit 3,714 3,620 4616 . 4,737 1,682
Home equity term loans 1,226 1,246 1,134 938 . . 130
Residential real estate 5,747 2,522 4243 - 7,443 2,225
~ Other 658 1,227 916 1,168 668
Total non-accruing loans 74,884 89,656 159,426 87,882, 42,233
TDR, non-accruing 18,244 17,875 11,796 = -
TDR, non-accruing, held-for-sale 2499 - L To— -
Accruing loans that are contractually past due 90 days or more: , , ,
Commercial and industrial : - - 138 . 1,167 6,457 4,014
Home equity lines of credit - =379 - 286
Home equity term loans - - .= g -
Residential real estate - .- 72 49 162
Other , - » 16 936 561 125
. Total loans 90-days past due - 154. 2,554 7,958 4,587
Total non-performing loans 95,627 107,685 173,776 95,840 46,820
Real estate owned ' 7,473 5,020 3,913 9,527 1,962
Total non-performing assets $103,100 $112,705 $177,689 $105,367  $48,782
Total non-performing loans to net loans receivable 4.29% 4.74% 7.08%  3.61% 1.73%
Total non-performing loans to total assets - 2.97% 3.38% 5.08% 2.68% 1.29%
Total non-performing assets to net loans receivable 4.62% 4.96% 7.24% 3.96% - 1.81%
Total non-performing assets to total assets 3.20% 3.54% 5.20% 2.94% 1.35%
47.97% 38.69% 47.02% 62.56% = 79.69%

Total allowance for loan losses to total non-performing loans

Potential Problem‘Loans. At December 31, 2012, there were 18 loan
relationships aggregating $9.2 million for which known information
exists as to the potential inability of the borrowers to comply with
present loan repayment terms and have therefore caused management
to place -them on its internally monitored loan list. The classification
of these loans, however, does not imply that management expects
losses, but that it believes a higher level of scrutiny is prudent under
the circumstances. These loans were not classified as non-accrual and
were not considered non-performing. Depending upon the state of the
economy, future events and their impact on these borrowers, these
loans and others not currently so identified could be classified as non-
performing assets in the future. At December 31, 2012, these loans
were current and well collateralized.

TABLE 12: SUMMARY OF REAL ESTATE OWNED

December 31, 2012 2011
Commercial properties $5,382 $1,777
Residential properties 696 1,683
Bank properties 1,395 1,560

Total $7,473 $5,020

Real Estate Owned. Real estate acquired by the Company as a result
of foreclosure or deed in lieu and bank property that is not in use is
classified as real‘estate owned until such time as it is sold. The property
acquired through foreclosure or deed in fieu is carried at the lower of
the related loan balance or fair value of the property based on a current
appraisal less estimated cost to dispose. Losses arising from foreclosure
are charged- against the allowance for loan losses. Bank property is
carried at the lower of cost or fair value less estimated cost to dispose.
Costs to maintain real estate owned and any subsequent gains or losses
are included in the Company’s results of operations. Table 12 provides a
summary of real estate owned at December 31, 2012 and 2011.
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Table 13 provides a summary of real estate owned activity for the year ended December 31, 2012." -

TABLE 13: SUMMARY OF REAL ESTATE OWNED ACTIVITY

Underlying Property
At or for year-ended December 31,2012 Commercial Residential - Bank Total
Balarice, beginning of year ' $ 1,777 $ 1,683 $1,560 + $5,020
Transfers into real estate owned 6,000 315 1,365 7,680
Transfers into operations - — L= -
Sale of real estate owned {1,956) (1,153 (797) (3,906)
~ Write down of real estate owned (439) (149) (733 (1,321)
Balance, end of year $ 5,382 $ 696 $1,395 ©$7473

Real estate owned increased $2.5 million to $7.5 million at
December 31, 2012 as compared to December 31, 2011. During 2012,
the Company transferred $7.7 million in book value of loans into real
estate owned, including 23 commercial properties aggregating $6.0
million, three bank properties totaling $1.4 million, and four residential
properties for $315 thousand. In 2012, the Company recorded $1.4
miillion of write-downs of real estate owned, including $149 thousand
on the carrying value of four residential properties, $733 thousand on
the carrying vaiue of six bank properties, and $439 thousand on the
carrying value of six commercial properties. There were 11 commercial
properties, two bank properties, and six residential propertigs, with
carrying amounts of $2.0 million, $797 thousand and $1.2 million,
respectively, sold during the year ended December 31, 2012 resulting
in a net gain of $345 thousand, which is included in real estate owned
expense, net in the consolidated statements of operations. The Company
recognized a reduction of carrying value of $3.9 million on these sales.
See Note 9 of the Notes to Consolidated Financial Statements for
additional information on real estate owned.

Allowances for Losses on Loans. The Company’s allowance
for losses on loans was $45.9 million, or 2.02% of gross loans held-
for-investment, at December 31, 2012 compared to $41.7 million, or
1.82% of gross loans held-for-investment, at December 31, 2011. The
provision for loan losses was $57.2 million for 2012, $74.3 million
for 2011 and $101.5 million for 2010. The decrease in the provision
for loan losses is due to the impact of the prior year loan sale as well
as a decrease in non-accrual lcans and criticized and classified loans

©)

and stabilizing delinquencies. Net charge-offs were $53.0 million for
the year ended December 31, 2012 as compared to $114.7 million
for the year ended December 31, 2011. The decrease in net charge-
offs during 2012 was primarily due to $69.4 million of losses recorded
on the sale of commercial real estate loans -in‘the-prior yéar. For the
credit related charge-offs, management has been monitoring the
performance, economic. climate and future cash flow potential of these
relationships for some time and strongly believes all of these borrowers
have been profoundly impacted by the severity of the recession and
the seemingly prolonged return to stable economic: conditions. During
2012, the Company signed a defiriitive agreement to séll $45.8 million
of loans, having a book balance of $35.1 million to a third party investor
and the related loans were moved to loans held-for-sale-and recorded
at lower of cost or market. The resulting charge-offs totaled $13.1
million. Excluding charge-offs related to the loan sale, the remaining net
charge-offs in 2012 ,are'primari_ly due to 10 commercial relationships
totaling $23.2 million. The decrease in 2012 net charge-offs resulted
in a decrease in net charge-offs to average outstanding loans t0 2.29%
for 2012 as compared to 4.83% for 2011 and 2.95% for 2010. Non-
performing loans also decreased $12,1 million to $95.6 million at
December 31, 2012 as compared to $107.7 million at December 31,

2011 as a result of problem loan resolution strategies implemented
in 2012. During 2012, the Company entered into three troubled debt
restructuring agreements (“TDR”), which were on non-accrual status
and had a carrying amount of $9.1 million at December 31, 2012.
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Table 14 provides mformatlon with respect to. changes in the Company’s allowance for loan losses for the years ended:December 31, 2012 2011

2010, 2009 and 2008:-

s

TABLE 14 'ALLOWANCE th LOAN LOSSES

2011 - 2008

At or for the Years Ended: December 31, 2012 2010 2009
Allowance for foan losses, beginning of year $ 41667 $ 81,713 $ 59,953 $37,309 - $ 27,002

Charge-dffs: S
Commercial and mdustnal (51,265) (112,108) (74,014  (19,898) (6,520)
Home equity (2,222) (3,038) (3,435) (1,795) (1,012
Second mortgage (267) (299) (761) (81) (81)
Residential real estate (249) (1,064) {1,085) 360) ( 6)

.. Other (1,610) (1,303) (1,507) (2614 (2769

Total charge -offs (65,613) (117,812 (80,802)  (24,748) (10,728

“Recoveries: ok . ‘

«~ Commercial and industrial 1,950 . 2,459 482 334 619
Home equity : 422 60 60 67 . 24
Second mortgage 28 28 26 -4 : 1
Residential real estate 14 43 199 5 .5
Other 190 523 277 316 ~ 386

“Total recoveries 2,604 3,113 1044 726 1,035

Net charge-offs (53,009): .(114,699). . (79,758) - (24,022 1(9,693)
Provision for loan losses 57,215 - - 74,266 - 101,518 46,666 - 20,000
Reserves transferred - 387 - = -
Allowance for loan losses, end of year $ 45873 $ 41667 $ 81,713 $59953 $ 37,309
Net loans charged-off as a percent of average loans outstanding 2.29% 4.83% 2.95% 0.88% 0.37%
Allowance for loan losses as a percent of tatal'gross loans outstanding - 2.02% " ..1.80%. 3.22% . 221%. . 1.36%

Table 15 provides the allocation of the Company’s allowance for loan
losses by loan category and the percent of loans in each category to
loans receivable at December 31, 2012, 2011, 2010, 2009, and 2008.
The portion of the allowance for loan losses allocated to each loan

TABLE 15: AI.LOGAT!ON OF ALLOWANOE FOR LOAN I.OSSES

category does not represent the total available for future losses that
may occur within the loan category since the allowance for loan losses

is.a valuation reserve applicable to the entire loan porﬁolio.

2010 - 2009

December 31 2012 2011 . e 2008
, v Amount % Amount %  Amount ‘%  Amount % Amount %
Allowance for loan losses: _ o " o .
Commercial and industrial $33197 7237%  $34227 8214% ~ $76759  8297% $55350  8277%  $33342  8155%
Residential.real estate 3333 127 903 217 .. 661, 312 494 277 375 - 246~
Home equity .52,734 5.96 2,566 .. 6.16 3,084 11,58 13,034 1204 2,738 13.09
Other 5,609 14.41 3,971 953 .. 1,209 . 233 1,066 242 854 2.90
. Total allowance for foan . - : . e
losses $45873 100.0% $41,667 = 100.0% $81,713 100.0% $59,953 100.00% $37,309 . 100.00%

{1) Amount includes hoth home equity and second mortgages.

See Note 6 of the Notes to Consolidated Financial Statements for addmonal information on the aliowance for |oan Iosses

Investment Securities. Investment securities avallable for sale
and held to maturity decreased $72.8 million, or 14.1%, from $516.9
million at December 31, 2011 to $444.1 million at December 31, 2012.

For the year ended December 31, 2012, the Company’s lnvestment
impairment review did not identify any credit losses. During 2011, the
Company realized OTT! charges of $250 thousand on a single issuer
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trust preferred security with a-par value of $5.0 million. The cumulative
OTTI on the single issuer trust preferred security is $1.2 million. The
estimated average life of the investment portfolio at December 31, 2012
was 3.3 years with an estimated modified duration of 2.5 years. The
reinvestment strategy for 2013 is expected to maintain the average
life, duration and. portfolio size at approx1mately the same !evels as
December 31, 2012, » ’

TABLE 16: SUMMARY OF INVESTMENT SECURITIES

The Company’s investment policy is established by senior management
and approved by the Board of Directors. It is based on asset and liability
management goals, and is designed to provide a portfolio of high quality
investments that optimizes mterest income within acceptable Ilmlts of
risk and liquidity.

Table 16 provides the estimated fair value and-amortized cost of the
Company’s portfolio of mvestment securities at December 31, 2012,
2011, and 2010. For all debt securities classified as available for sale,
the carrying value is the estimated fair value.-

2010

December 31, 2012 2011
Net :-: Net Net
Unrealized - Estimated Unrealized Estimated Unrealized Estimated
Amortized Gains Fair  Amortized Gains Fair Amortized Gains Fair
Cost (Losses) - Value Cost (Losses) Value Cost (Losses) - Value
Available for sale: .
U.S. Treasury obligations $ 9998 §$ 13 .$10011 $ 11999 $§ 80 $12079 §$ 47017 $ 2 . $47,019
U.S. Government agencies 4,966 (17).. 4,949 - - - - - -
U.S. Government agency
mortgage-backed securities 348,854 6,124 354,978 423,269 5,635 428,904 329,973 (1,486) 328,487
Other mortgage-backed securities 287 (1) 286 323 (27) 296 7472 (1,335) 6,137
State and municipal obligations 36,848 3,322. . 40,170 45,424 3,361 48,785 82,744 (347) 82,397
Trust preferred securities 12,622 (6,740) - 5,882 12,619 (7,711 4,908 12,867 (7,225) . 5,642
Corporate Bonds 24,449 993 25,442 19,689 (281) 19,408 - - -
Other o 1,464 - 1,464 1,165 - 1,165 3,182 - 3,182
" . Total available for sale :
investment securities - $439,488 $3694 $443,182 3514488 $ 1,057 $515545 $483255  $(10,391) $472,864
Held to maturity:
U.S. Government agency -
mortgage-backed securities $ 662 $ 48 $ 710 $ 1344 $ 69 $ 1413 $ 2,887 $ 1160 § "3,003
QOther mortgage-backed securities- - 250 - 250 - - - 152 = - 152
Total held to maturity '
investment securities $ 912 $ 48 $ 960 $ 1344 $ 69 $ 1413 ¢$ 303 $ 166 $ 3,155

Table 17 provides the gross unrealized losses and fair value at December 31, 2012, aggregated by investment category and length of tlme the

individual securities have been in‘a contmuous unrealized loss posmon

TABLE 17: ANALYSIS OF GROSS UNREALIZED LOSSES BY INVESTMENT CATEGORY

Total

December 31, 2012 Less than 12 Months 12 Months or Longer
' Gross Gross Gross
Estimated Unrealized  Estimated  Unrealized Estimated Unrealized
Fair Value Losses Fair Value Losses  Fair Value Losses
U.S. Government agencies . - $ 4,949 $ (17 $ - 8 - $ 4,949 $ (17

U.S. Government agency

mortgage-backed securities 69,145 (980) - - 69,145 (980)
Other mortgage-backed securities 286 ) -~ - 286 1)
Trust preferred securities , = - 5,882 (6,740) 5,882 (6,740)
Total $74,380 $(998) $5,882 . $(6,7ZO) $80,262 $(7,738)

©)
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The Company determines whether the unrealized losses are
temporary in accordance with FASB ASC 325, Investments-Other.- and
FASB ASC 320, /nvestments-Debt and Equity Securities. The evaluation

is based upon factors such as the creditworthiness of the underlying

borrowers, -performance of the underlying collateral, if applicable, and
the level of credit support in the security structure. Management also
evaluates other facts and circumstances that may be indicative.of an
OTTI condition. This includes, but is not limited to, an evaluation of the
type of security, length of time and extent to which the fair value has
been less than cost, and near-term prospects of the issuer.

For the year ended December 31, 2012, the Company reviewed its
unrealized-losses on securities to determine whether such losses were
considered to be OTTI. As previously discussed, this review indicated
no such unrealized losses were due to deterioration in credit of the
underlying securities. -

U.S. Government Agencies. At December 31, 2012, the gross
unrealized loss in the category of less than 12 months of $17-thousand
consisted of one agency security with an estimated fair value of $4.9
million issued and guaranteed by a U.S. Government sponsored agency.
The Company monitors key credit metrics such as delinquencies,
defaults, cumulative losses and credit support levels to determine if an
OTTI exists. As of December 31, 2012, management concluded that

an OTTI did not exist on the aforementioned security based upon its’

assessment. Management also concluded that it does not intend to sel

the security, and that it is not more likely than not it will be required -

to sell the security, before their recovery, which may be maturity, and
management expects to recover the entire amortlzed cost basis of
this security.

U.S. Government Agency Martgage-Backed Securities — At
December 31, 2012, the gross unrealized loss in the category of less

than 12 months of $980 thousand'consisted of nine mortgage-backed

securities with an estimated fair value of $69.1 million issued and
guaranteed by a U.S. Government sponsored agency. The Company
monitors key credit metrics such as delinquencies, defaults, cumulative
losses and credit support fevels to determine if an OTTI exists. As of
December 31, 2012, management concluded that an OTT! did not exist

on any of the aforementioned securities based upon its assessment.
Management' also concluded that it does not intend to sell the’

securities and that it is not more likely than not it will .be required to
sell the securities before their recovery, which may be maturity, and
management expects to recover the entire amortlzed cost-basis of
these securities. .

Other Morlgage-Backed Securltles At December 31 2012
the gross unrealized loss in the category of 12 months or longer of
$1 thousand consisted of one non-agency mortgage-backed security
with an estimated fair value of $286 thousand. This security was rated

_ “AA” by at least one nationally recognized rating agency. The Company

monitors key credit metrics such as delinquencies, defaults, cumulative
losses and credit support levels to determine if an OTTI exists. As of
December 31, 2012, management concluded that an OTTI did not exist
on the this security and believes the unrealized loss is due to increases
in market interest rates since the time the underlying security was
purchased.,

Trust Preferred Securities — At December 31, 2012, the gross
unrealized loss in the category of 12 months or longer of $6.7 million
consisted of two trust preferred securities. The trust preferred securities
are comprised of one non-rated single issuer security with an amortized
cost of $3.8 million and an estimated fair value of $1.9 million, and
one non-investment grade rated pooled security with an amortized
cost of $8.8 million and estimated fair value of $3.9 million. The non-
investment grade pooled security is a senior position in the capital
structure with approximately 1.93 times prmmpal coverage as of the
last reporting date.

In August 2009, the issuer of the single issuer trust preferred security

- elected to defer its normal quarterly dividend payment. As contractually

permitted, the issuer may defer dividend payments up to five years
with accumulated dividends, and interest on those deferred dividends,
payable upon the resumption of its scheduled dividend payments. The
issuer is currently operating under an agreement with its regulators.
The agreement stipulates the issuer must receive permission‘from its
regulators prior to resuming its scheduled dividend payments.

*During the year ended December 31, 2012, the Company did rot
record a. credit related OTTI charge related to this deferring single
issuer trust preferred security. Based on the Company’s most recent
evaluation; the Company does not expect the issuer to default on the

~ security based primarily on the issuer’s sub3|d|ary bank reporting that

it meets the minimum regulatory requirements to be considered a “well
capitalized” institution. The Company recognizes the Iength of time the
issue has been in deferral, the difficuit economic environment and some
weakened performance measures, while recently improving, increases

_ the probability that a fufl recovery of principal and anticipated'divideﬁds

may not be realized. However, the Company concluded that an additional
impairment charge was not warranted at December 31, 2012,

Expected maturities of individual securities will differ from contractual
maturities because borrowers may have the right to call or prepay
obligations with or without call or prepayment penalties. Table 18 provides
an estimated maturity summary with the carnying values and weighted
average yields on the Company’s. portfolio of investment‘securities at
December 31, 2012. The investment securities are presented in the
table based on current prepayment assumptions. Yields on tax-exempt
obllgatlons have been’ catculated on a tax- equwalent basis.

(©)
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TABLE 18: MATURITY DISTRIBUTION OF INVESTMENT SECURITIES

1 Year or Less 1to05 Years - 51010 Years More than 10 Years Total
Carrying Carrying " Carrying Carrymg “Carrying
December 31,2012 Value Yield  Value Yield Value Yield Value Yield Value Yield
Available for sale: . \ , t ‘
1.S. Treasury obligations $10,011 078% $ - % $ - % $ . - % $ 10,011 0.78%
U.S. Government agencies - - - - . 4,949 208 - - 4,949 208
U.S. Government agency ' - B ‘ L ‘
mortgage-backed securities - - 9,320 1.4 21,668 2.57 323,990 1.81 354,978 1.84
Other mortgage-backed securities - - C - - - - 286 2.82 286 282
State and municipal obligations 225 523 - - 8,786 4.19 31,159 4.23 “4’0,1‘70 423
Corporate bonds - - 25442 220 = = - - 25,442+ 2:20
Trust preferred securitiés -~ - - = - - 5882 1.24 5882 1.24
Other securities , 1,216, 0.01 248 1.00 - - - - 1464‘ 018"
Total available for sale ' ‘ B ;
investment securities $11,452 0.78% $35010 1.98% $35403 2.90% $361,317 2.01% $443,182 2.05%
Held to maturity:
U.S. Government agency , y »
mortgage-backed securities $ - % $ - 0% $ 662 382% $ — % $ 662 3.82%
Other mortgage-backed ‘ ' . '
securities - - 250 0.89 - - - = 250. 0,89
Total-held to maturity : : : : R G
investmentsecurities $ - -% $ 250 089% $ 662 382% $§ .- -% $§ 912 3.01%
See Note 4 of the Notes to Consolidated Financial Statements for-additional information on investment securities.

Restricted Equity Investments. During 2012, restricted equity
investments increased $2.1 million to $17.9 million at December 31,
2012 from $15.8 million at December 31, 2013. The Company, through
the Bank, is a member of the Federal Reserve, the Federal Home Loan
Bank of New York (“FHLBNY”).and Atlantic Central Ba_nkers Bank,
and is required to maintain an investment in the capital stock of each.
The FRB, FHLBNY and the Atlantic Central Bankers Bank stock are
restricted in that they can only be redeemed by the issuer at par value.
These securities are carried at cost and the Company did not identify
any events or changes in circumstances that may have had an adverse
effect on the value of the investment in accordance with FASB ASC 942,
Financial Services - Depository and Lending. As of December 31, 2012,
management does not believe that an OTT! of these holdings exists and
expects to recover the entire cost of these securities.

Bank Owned Life Insurance. During 2012, bank owned
life insurance (“BOLI") increased $2,0 milion to $76.9 million at
December 31, 2012. Of the $75.9 million BOLI cash surrender value,
the Company had $25.4 million invested in a general account and
$51.5 million in a separate account at December 31, 2012. The BOLI
separate account is invested in a mortgage-backed securities fund,
which is managed by an independent investment firm. Pricing volatility
of these underlying investments may have an impact on investment
income; however, these fluctuations would be partially mitigated by a
stable value wrap agreement which is a component of the separate

account. Whlle generally protected by the stable value wrap, significant
declines in fair value may result in charges in future periods for values
outmde the wrap coverage.

Gash - and Cash Equ:valents Cash and cash equnvalents
increased $49.8 million to $169.6 million at December 31, 2012 from
$119.8million at December 31, 2011. This increase is primarily due to
the decrease of $70.7 million in investment securities in 2012 and the
increase of $45.2 million in deposits;partially offset by an increase of
$83.3 million in gross loans receivable during the same period. -

Goodwill. The goodwill balance was $38.2 million at December 31,
2012-and 2011, See the Critical Accounting Policies, Judgments and
Estimates section for additional detail.

Deferred Taxes, net. Deferred taxes, net, increased $1.1 million
from .$432 thousand at December: 31, 2011 to - $1.5 million at
December 31,2012 due toanincreasein unreahzed gains on investment
securities.

Deposits. Deposits at- December 31, 2012 totaled $2.7 billion,
an increase of $45.2 million, or 1.7%, from December 31, 2011.
Core deposits, which exclude all certificates of deposit, decreased
$19.1 milion to $2.02 bilion, or 74.3% of total deposits, at
December 31, 2012 as compared to $2.03 billion, or 76.3% of total
deposits, at December 31, 2011.
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.. Table 19 provides a summary of deposits at December 31,2612, 2011, and 2010. : R s ‘

TABLE 19: SUMMARY OF DEPOSITS

2012

December 31, 2011 2010
Demand deposits - $1 751,183 '$1772,386  $1,862,940
Savmgs deposits 264,155 . 262,044 279,086
Time deposits under $1 00 000 323,768 376,369 480,993
Time-deposits $100,000 or more - 256,725 177,747 228,121
Brokered time deposits 117,393 - 79,431 89,320

$2,667,977  $2,940,460

Total

Consumer and commercial deposits-dre attracted principally from
within the Company’s primary market-area through a wide complement
of deposit products, that include checking, savings, money market,
certificates of deposits and individual retirement accounts. The Company
continues to operate with a core:depo_sit relationship strategy that values
the importance of building a long-term stable relationship with each and

-$2,713,224

every customer. -The relationship- pricing strategy rewards .customers
that establish core accounts and maintain a-certain minimum threshold
account balance. Management regularly mests to evaluate internal cost
of funds, to analyze the competition, to review the Company’s cash flow
requirements for lending and hqmdlty, and executes any approprlate
pricing changes when necessary‘

Table 20 provides the distribution of total deposits between core and non-core at December 31, 2012, 2011, and 2010.

TABLE 20: DISTRIBUTION OF DEPOSITS

December 31, 2012 2011 2010
SAmount =% 7T o Amount v % Amount %
Core deposits $2,015,338 74.28% $2,034,430  76.3% $2,142,026  72.8%
Non-core deposits 697,886  25.72 633,547 237 - 798434 272
Total deposits - $2,713,224  100.0% 100.0%. . $2,940,460  100.0%

Table 21 prowdes a summary of certlflcates of deposit of $100, 000
or more by remalnlng maturity at December 31, 2012.

TABLE 21: CERTIFICATES OF DEPOSIT OF $100, 000 OR MORE

December 31,2012 Amount
Three months or less $ 48,681
Over three through six months 38,031
Over six through twelve months 70,761
Over twelve months 99,252

Total $256,725

See Note 11 of the Notes to Consolidated Financial Statements for
additional information on deposits.

$2,667,977

Borrowings. Borréifyed funds, eXeiuding debentures held by trusts,

“incréased $40.0"milliod "to"$63.4 million at December 31, 2012, from

$23.4 miliion at December 31, 2011.

Table 22 provides the=maximum month end amount of borrowings by
type during:the years-ended December 31, 2012 and 2011.

TABLE 22: SUMMARY OF MAXIMUM MONTH END BORROWINGS

Years Ended December 31, 2012 2011
FHLBNY advances $ 2625 $ 389
FHLBNY repurchase agreements 45,000 15,000
FHLBNY overnight line of credit 37,000 -
Repurchase agreements with customers 1,278 8,249
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Table 23 provides information regarding FHLBNY advances and FHLBNY repurchase agreements, interest.rates, approximate weighted average
amounts outstanding and their approximate weighted average rates at or for the years ended December 31, 2012, 2011, and 2010.

TABLE 23: SUMMARY OF FHLBNY BORROWINGS L
At or for the Years Ended December 31, ‘ ' 2012 2011 . 2010

FHLBNY term amortizing advances outstanding at year end _ $ 1,415 $ 2,733 $ 3,999
Weighted average interest rate at year end 5.43% 4.75% 4.51%
Approximate average amount outstanding during the year $ 2023 . §$ 3317 $ 4,561
Approximate weighted average rate during the year 5.00% 4.62% 4.45%
FHLBNY term non-amortizing advances outstanding at yearend. ' ' $60,000 $ - 3 -
Weighted average interest rate at year end . 2.02% —% —%
Approximate average amount outstanding during the year . -~ .$16,250 $ - $ 2,500
Approximate weighted average rate during the year SRR R I =% - 5.80%
FHLBNY repurchase agreements outstanding at year end - $ - $15000 $15,000
Weighted average interest rate at year end R L % 4.84% 4.84%
Approximate average amount cutstanding during the year v , © $18,333  $15000  $15,000
Approximate weighted average rate during the year 2.30% 4.91% 491%

Table 24 provides information regarding securities sold under agreements to repurchase with customers, interest rates, approximate average
amounts outstanding and their approximate weighted average rates at December 31, 2012,.2011, and 2010. L R

TABLE 24: SUMMARY OF SEGURITIES SOLD UNDER AGREEMENTS TO REPURCHASE WITH CUSTOMERS

At or for the Years Ended December 31, ’ : 2012 2011 2010
Balance at year end $1,968 $5,668 $ 6,307
Weighted average interest rate at year end ‘ v 0.17% 0.08% 0.21%
Approximate average amount outstanding during the year $4,859 $6,659 $15,243
Approximate weighted average rate during the year - 0.15% "0.10% 0.19%
Deposits are the primary source of funds for the Company’s lending Junior Subordinated Debentures Held by Trusts that Issued

activities, investment activities and general business purposes. Should Capital Debt. Table 25 provides a summary of the outstanding capital
the need arise, the Company has the ability to access lines of credit  securities issued by each Issuer Trust and the junior subordinated
from various sources including the FRB, the FHLBNY and various other ~ debenture issued by the Company to each Issuer Trust as of
correspondent banks. In addition, on an overnight basis, the Company December 31, 2012

has the ability to sell securities under agreements to repurchase.

See Notes 12 and 13 of the Notes to Consolidated Financial
Statements for additional information on borrowings.

)
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TABLE 25: SUMMARY OF CAPITAL SECURITIES AND JUNIOR SUBORDINATED DEBENTURES

December 31,2012 . capltal Securities Junior Subordinated Debentures

’ . Issuance  Stated . Principal Redeemable
Issuer Trust Date . Value Distribution Rate  Amount Maturity Beginning
Sun Capital Trust V December 18,2003 $15,000 3-mo LIBOR plus 2.80% $15,464 December 30,2033 December 30, 2008
Sun Capital Trust VI December 19,2003 25,000 3-mo LIBOR plus2.80% 25,774 January 23, 2034 January 23, 2009
Sun Statutory Trust VI January 17,2006 30,000 - 3-mo LIBOR plus 1.35% 30,928 March 15, 2036 March 15, 2011
Sun Capital Trust VIl April 19,2007 10,000 6.428% Fixed 10,310 June 30, 2037 June 30, 2012
Sun Capital Trust Vil July'5,2007 10,000 3-mo LIBOR plus 1.39% 10,310 October 1,2037 . October 1, 2012

o ' ‘ $92,786

$90,000

On January 23, 2009 and December 30, 2008, the capital securities
of Sun Capital Trust VI and Sun Capital Trust V, respectively, became
eligible for redemption. As a result of the current interest environment,
the Company has elected not to call these securities; however, the
Company maintains the right to call these securities in the future on the
respective payment anniversary dates.

The Company has customarily relied on dividend payments from the

Bank to fund junior subordinated debenture interest obligations. The

amount. available for payment of dividends to the Company by the Bank
was $0 as of December 31, 2012 and no dividends may be paid by the
Bank without QCC approval. Per the OCC Agreement, a dividend may
only be declared if it is in accordance with the approved capital plan, the
Bank remains in compliance with the capital plan following.the payment
of the dividend and the dividend is approved by the OCC. The Company
believes it is capable of funding its junior subordinated debenture
interest obligations through available cash balances maintained at the
bank holding company for the period of time necessary untif edrnings
are expected to support a dividend from the Bank. See Note 23 -of the
Notes to Consolidated Financial Statements for addltlonal mtormatlon on
dividend limitations. -

Other Liabilities. Other liabilities totaled $82.9 million  at
December 31, 2012 and $82.4 million at December 31, 2011,
Derivative fiabilities are the primary component-of other liabilities. See
Note 19 of the Notes to Consolidated Financial Statements for addmonal
information on.derivative instruments.

FORWARD-LOOKING STATEMENTS

The Company may from time to time make written or oral “forward-
looking statements,” including statements contained in the company’s
filings with the securities and exchange commission, in its reports to
shareholders and in other communications by the: Company, which
are made in ‘good faith by the company pursuant to the “safe harbor”
provisions of the private securities litigation reform act of 1995. Forward-
looking statements often include the words “believes,” - “expects,”
“anticipates,” “estimates,” “forecasts,” “intends,” “plans,” “targets,”
“potentially,” “probably,” “projects,” “outlook,” or similar expressions
or future or conditional verbs such as “may,” “will,” “should,” “would,”

“could.”

e statements and assumptions relating to financial performance;

¢ statements relating to the anticipated effects on results of operations
or financial condition from recent or future developments or events;

e statements relating to our business and growth strategies and our
regulatory capital levels;

e statements relating to potential sales of our ctiticized and classified
assets; and

¢ any other statements, -projections or assumptlons that are not
historical facts.

Actual future results may differ materially from our forward-looking

» statements, and we qualify all forward-looking statements by various

risks and uncertainties we face, some of which are beyond our control,
as well as the assumptions underlying the statements, including, among
others, the following factors:

e the strength of the United States gconomy in general and the
_strength of the local economies in which we conduct operations;

e market volatiity:
e the credit risks of lending activities, including changes in the level
and trend of loan delinquencies and write-offs;

 the overall quality of the composition of our loan and securities
portfolios;

- the market for criticized and classified assets that we may sali;

* legislative and regulatory changes, including the Dodd-Frank Wall
Street Reform and Consumer Protection Act (the “Dodd-Frank
Act”). and . impending regulations, changes in banking, securities
and tax laws and regulations and their application by our regulators
.and changes in the scope and cost of FDIC insurance and
“other coverages;

o the effects of, and changes in, monetary and fiscal policies and
laws, inctuding interest rate policies of the FRB;

* inflation, interest rate, market and monetary fluctuations;

¢ fluctuations in the demand for loans, the number of unsold homes
and other properties and fluctuations in real estate values in our
market areas;

e the effect of and our compliance with the terms of the OCC
Agreement as well as compliance with the individual mlnlmum
capital ratios established for the Bank by the 0CC;

e the results of examinations of us by the Federal Reserve and of
the Bank by the OCC, including the possibility that the OCC may,
among other things, require the Bank to increase its allowance for
loan losses or to write-down assets;

 our abiiity to control operating costs and expenses;
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 our ability to manage delinquency rates;
® our ablhty to retain key members of our senior management team;
- the costs of litigation, including settlements and judgments;

e the increased competitive pressures among ﬂnanmal services

companies;
* the timely development of and acceptance of new products and

services and the perceived overall value of these products and -
services by businesses and consumers, ‘including the features,
pricing and quality compared to our competitors’ products and-

Services;
¢ technological changes;
® acquisitions;
® changes in consumer and business spending, borrowing and
saving habits and demand for financial services in our market area;
¢ adverse changes in securities markets;

e the inability of key third-party providers to perform their obligations
to us;

* changes in accounting policies and practices, as may be adopted

by the financial institution regulatory agencies, the Fmancaal
Accounting Standards Board;

¢ war or terrorist activities;

e other economic, competitive, governmental, regulatory and
technological factors affecting our operations, pricing, products
and services and the other risks described elsewhere herein or
in the documents incorporated by reference herein and our other
filings with the Securities and Exchange Commission (“SEC™); and

* our success at managing the risks involved in the foregoing.

The development of any or ail of these factors could have an adverse
impact on our financial position and results of operations.

Any forward-looking statements are based upon management’s
beliefs and assumptions at the time they are made. We undertake no
obligation to publicly update or revise any forward-looking Statements
included or incorporated by reference herein or to update the reasons
why actual results could differ from those contained in such statements,
whether as a result of new information, future events -or otherwise,

* looking statements.

unless.otherwise required4a do 5o by law or regulation. In light of these
risks, uncertainties and assumptions, the forward-looking statements

discussed.terein or in the documents incorporated by reference herein

might not eccur; and you should not put undue reliance on any forward-
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 NON-GAAP FINANCIAL MEASURES

This Annual Report on Form 10-K of the Company contains financial
information by methods other than in accordance with Generally

* Accepted Accounting Principles in the United States of America (“GAAP”).

Management uses-these “non-GAAP” measures in their analysis of
the Company’s performance. Management believes that these non-
GAAP financial measures Pprovide a greater understanding of ongoing
operations and enhance comparability of results with prior periods as
well as demonstratmg the effects of significant gains and charges in
the currént penod “The Company believes that'a meaningful analysis
of its financial performance requires an understanding of the factors
underlying that performance. These disclosures should not be viewed
as a substitute for operating results determined in accordance with
GAAP, nor are they necessarily comparable to non-GAAP performance
measures that may be presented by other companies. Management
uses these-measures to evaluate the underlying performance and
efficiency of operations. Management believes these meastires reflect
core trends of the business. Reconciliations of these ratios to GAAP are
presented below.

Tangible Equlty to Tangible Assets Ratio:

Tangible. equnty and tangible assets are calculated by subtracting
identifiable intangible assets and goodwill from shareholders equity and
total assets, respectively, and may be used by investors to assist them
in understandlng how much loss, exclusive of intangible assets and
goodwill, can be absorbed before shareholders’ equity is depleted. The
Company’s and the Bank’s regulators also exclude intangible assets and
goodwill from shareholders equity when assessing capital adequacy
of each.

The fo!lownng table reconciles this non- GAAP performance measure
to the GAAP performance measure for the periods indicated:

Years Ended December 31, 2012 2011 - 2010
Total assets +'$3,224,031 $3,183,926 $3,417 546
Less: Intangible assets 3,262 6,947 10,631
Less: Goodwill 38,188 38,188 38,188
Tangible assets $3,182,581 $3,138,791 $3,368,727
Total stockholders’ equity '$ 262,595 $ 309,083 $ 268,242
Less: Intangible assets , 3,262 6,947 - 10,631
Less Goodwill _ 38,188 38,188 38,188
Tangible stockholders’ equity ' $ 221,145 $ 263,948 $ 219,423
Total stockholders’ equity to total assets ratio -8.14% 9.71% - 7.85%
6.95% 8.41% 6.51%

Tangible common equity to.tangible assets ratio

©
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Tax Equivalent Net Interest Income: -

Tax-equivalent net interest income is net mterest income plus the
taxes that would have been paid had tax-exempt securities been taxable.
This number attempts to enhance the comparabmty of. the performance
of assets that have different tax fiabilities.

The following table provides a reconciliation of tax equivalent net
interest income to GAAP net interest income using a 35% tax rate:

Years Ended December 31, - 2012 = 2011 2010

Net interest income, as presented - $ 97,848 $1 03,528° $110,962
- Core deposits

Effect of tax- exempt income \ ,870 1,341 _ 1,800
Net interest income, tax equivalent $98,718 $104,869, $112,762

Core Deposits: , : ;
Core deposits is calculated by excludlng time deposits and brokered
deposits from total deposits.

The following table provides a reconc&llatlon of core deposﬁs to GAAP
total deposits: :

Years Ended December 31 2012 2011
Total deposits $2,713,224 $2,667,977
" Less: Time deposnts © 580,493 554,116
Less: Brokered deposits 117,393 79,431

$2,015,338  $2,034,430
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MANAGEMENT’S ANNUAL REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

Management of the Company is responsible for establishing and maintaining adequate internal control over financial reporting, as such term is
defined in Securities Exchange Act of 1934 Rules 13(a)-15(f). The Company’s internal control over financial reporting is a process designed to provide
reasonable assurance regarding the reliability of financial reporting and the preparatlon of financial statements for external purposes in accordance
with U.S. generally accepted accounting principles.

Management, including the chief executive officer and chief financial officer, conducted an evaluation of the effectiveness of the Company’s
internal control over financial reporting based on the framework in Internal Control - Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission. Because management’s assessment was also conducted to meet the reporting requirements of Section
112 of the Federal Deposit Insurance Corporation Improvement Act (FDICIA), management's assessment of the Company’s internal control over
financial reporting also included controls over the preparation of the schedules equivalent to the basic financial statements in accordance with the
instructions for Consolidated Reparts of Condition and Income for Schedules RC, RI, RI-A. Based on our evaluation under the framework in Internal
Control - Integrated Framework, we concluded that the Company’s internal control over financial reporting was effective as of December 31, 2012.

Deloitte & Touche LLP, an inclependent registered public accounting firm, has audited the consolidated financial statements included in this Annual
Report and has issued a report on the effectiveness of our internal control over financial reporting. Their reports follow this statement.

©)
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Deloitte & Touche LLP

) ] . k ' V
4 } : 1700 Market Street
. k ) ‘ o . Ph'iadalphia PA19103
S . USA .

Tel: +1215246 2300
Fax: +1 2154053208
www.deloitte.com

'REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Shareholders of
Sun Bancorp, Inc.
Vineland, New Jersey

We have audited the acmmpanymg consolidated: statements of financial condition of Sun Bancorp, Inc. and
subsidiaries (the “Company™) as of December 31, 2012 and 2011, and the related consolidated statements
of operations, comprehensive income;, shareholders® eqmty,and cash flows for:each of the three years in
the period ended Decembier 31, 2012, These financial ments are the responsibility of the Company’s
management, Our responsibility isto expressan upmxon oonthese financial statements based on our audits,

We-conducted our: audats in-accordance with: thc S "', idards of the Public Company Accounting Oversight
Board (United States). Those standards require that we pian and: perfarm the:audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement, An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit alsoincludes asséssing the accounting pﬁnmni%snsad and sxgmﬁcant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our audits
provxde a reasonable basis for our opinion.

In our opinion, such consolidated financial staterients yrcscnt fairly, in all material respects, the financial
position of Sun Barncorp, Inc. and subsidiaries as.of December 31,2012 and 2011, and the results of their
operations and their cash flows for each of the three years in the period ended December 31, 2012, in
conformity with accounting principles generally accepted in the United States of America.

As discussed in Note 2 to the financial statements, the Company changed its presentation of comprehenswe
incomie due to the adoption of Accounting Standards Update 2011-05.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the Company’s internal control over financial reporting as of December 31, 2012,
based on criteria established in Internal Control—Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission and our report dated March 18, 2013 expressed an
unqualifi ed opinionon the Company s internal control over financial repomng,

Putsits i Tt 267

Philadelphia, PA
March 18,2013
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REPORT OF INDEPENDENT REGISTERED:PUBLIC:ACCOUNTING FIRM

To the Board of Directors and Shareholders of
Sun Bancorp, Inc.
Vineland, New Jersey

We have audited the internal control over financial reporting of Sun Bancorp, Inc. and subsidiaries. (the
“Company™) as of December 31, 2012, based un criteria éstablished in Internal Control — Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission. Because:
management’s assessmenit and-our audit were condueted to:meet the reporting requirements of Section 112 -
of the Federal Deposit Insurance Corporation Improvement Act (FDICIA), management’s assessiment and
our audit of ths Company’s internal control over financial reporting included controls over the preparation
of the Federal Financial Institutions Examination Council Instructions for Consolidated Reports of
Condition and Income for Schedul&s RC RI, RI-A; The' Cnmpany“s management is responsiblé-for
maintaining effective internal control over ﬁnanctal reportmg and for its assessment of the effectiveness of
internal control over ﬁnancxal reportmg, inetuded in the accom;ianymg Managemm’s Amsuai Report on '

e

internal control over fi nancnal repotting baséd on our audit.

We conducted our audit in accordance with the standards of the Pubhc Company Acc.aummg Oversight
Board (United States). Those standards require that we plan and' petform the’ audit to-obtain reasonable
assurance about whether effective internal control over financial reporting was maintained in all material
respects. Our audit included obtaining an understanding of internal control over financial repurtmg,
assessing the risk thai'a material weakness exists, testing and evaiuatmg the design and operating
effectiveniess of internal control, based on the assessed risk, and performing such other procedures as we
considered necessary in the circumnstances. We beheve that our audit provides a reasonable basis for our
apzmon :

A company’s internal control over ﬁnanclal reparung isa process des:gne&l by, oF under the supervi sion of,
the company’s principal executive and principal financial officers, or persons performing similar functions,
and-effected by the company’s board of directors, management, ¢ and other personnel to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles. A company’s internal
control over financial reporting includes those policies and procedures that (1) pertain to the maintenance
of records that, in reasonable detail; accurately and fairly reflect the transactions and dispositions of the
assets of the company; (2) provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally accepted accounting principles, and
that receipts and expenditures of the company are being made only in accordance with authorizations of
management and directors of the company; and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use, or disposition of the company’s assets that could have a
material effect on the financial statements.

Because of the inherent limitations of internal control over financial reporting, including the possibility of
collusion or improper management override of controls, material misstatements due to efror or fraud may
not be prevented or detected on a timely basis. Also, projections of any evaluation of the effectiveness of
the internal control over financial réporting to future periods are subject to the risk that the controls may
become inadequate because of changes in conditions, or that the degree of compliance with the policies or
procedures may deteriorate. ‘

In our opinion, the Company maintained, in all material respects, effective internal control over financial
reporting as of December 31, 2012, based on the criteria established in Jnternal Control — Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission.
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We have also audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the consolidated financial statements as of and for the year ended December 31,
2012 of the Company and our report dated March 18, 2013 which expressed an unqualified opinion and
includes an explanatory paragraph relating to the change in presentation of comprehensive income due to
the Company”s adoption of Accounting Standards Update 2011-05.

Poblits § Touek 107

Philadelphia, PA
March 18, 2013
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Sun Bancorp, Inc. and Subsidiaries
CONSOLIDATED STATEMENTS OF FINANCIAL CONDITION

(Dolfars in thousands, except par value amounts)

December 31, 2012 2011

ASSETS

Cash and due from banks $ 771564 $ 68,773

Interest-earning bank balances o 92,052 51,049
Cash and cash equivalents L ‘ 169,616 119,822

Investment securities available for sale (amortized cost of $439,488 and $514,488 at

December 31, 2012 and 2011, respectively) 443,182 515,545
Investment securities held to maturity (estimated fair value of $960 and $1,413 at e

December 31, 2012 and 2011, respectively) 912 1,344
Loans receivable (net of allowance for loan losses of $45,873 and $41,667 at ‘

December 31, 2012 and 2011, respectively) 2,230,287 2,249,455
Loans held-for-sale, at lower of cost or market 21,922 23,192
Loans held-for-sale, at fair value 99,013 , -
Restricted equity investments, at cost 17,886 15,826
Bank properties and equipment, net 50,805 54,756
Real estate owned, net 1,473 5,020
Accrued interest receivable 8,054 8,912
Goodwill 38,188 38,188
Intangible assets, net 3,262 6,947
Bank owned life insurance (BOLI) 76,858 74,871
Other assets 56,573 . 70,048

Total assets $3,224,031  $3,183,926
LIABILITIES AND SHAREHOLDERS’ EQUITY
LIABILITIES
Deposits $2,713,224 2,667,977
Securities sold under agreements to repurchase — customers 1,968 5,668
Advances from the Federal Homie Loan Bank of New York (FHLBNY) 61,415 2,733
Securities sold under agreements to repurchase — FHLBNY - 15,000
Obligation under capital lease 7,609 7,868
Junior subordinated debentures 92,786 92,786
Deferred taxes, net 1,509 432
Other liabilities 82,925 82,379
Total liabilities 2,961,436 2,874,843
Commitments and contingencies (see Note 18)
SHAREHOLDERS’ EQUITY
Preferred stock, $1 par value, 1,000,000 shares authorized, none issued = -
Common stock, $1 par value, 200,000,000 shares authorized; 88,290,735 shares issued and

86,184,012 shares outstanding at December 31, 2012; 87,825,038 shares issued and

85,718,315 shares outstanding at December 31, 2011 88,301 87,825
Additional paid-in capital 506,537 504,508
Retained deficit (308,011) (257,520)
Accumulated other comprehensive income 2,186 625
Deferred compensation plan trust (256) (193)
Treasury stock at cost, 2,106,723 shares at December 31, 2012 and 2011, respectively (26,162) (26,162)

Total shareholders’ equity 262,595 309,083
Total liabilities and shareholders’ equity $3,224,031  $3,183,926

See Notes to Consolidated Financial Statements.
©®)
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Sun Bancorp, Inc. and Subsidiaries
CONSOLIDATED STATEMENTS OF OPERATIONS

(Dollars in thousands, except per share amounts)

See Notes to Consolidated Financial Statements.
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Years Ended December 31, 2012 2011 2010
INTEREST INCOME : L LT Ce
Interest and fees on loans $ 103,707 $ 112,793 "'$ 129,391
Interest on taxable investment securities 9,138 10,507 . 211,993
Interest on non-taxable investment securities 1,618 - 2,487 3,344
Dividends on restricted equity investments 970 893 875
" Total interest income i 115,433 126680 - 145,603
INTEREST EXPENSE S o
 Interest on deposits 13,553 18,737 128,780
Interest on funds borrowed “ 1,438 1418 - U174
Interest on junior subordinated debentures __ 2,594 2,997 4117
Total interest expense 17,585 23,152 34,641
" Net interest income . T " 97,848 103,528 110,962
PROVISION FOR LOAN LOSSES 57,215 74,266 101,518
Net interest income after provision for loan losses 40,633 29,262 9,444
NON-INTEREST INCOME
Service charges on deposit accounts 10,660 10,889 11,572
Other service charges 294 330 364
Gain on sale of loans 10,479 3,247 3,560
Net gain on sale of investment securities 234 1,855 4,751
Investment products income 2,296 2,913 2,831
BOLI income 1,986 2,964 2,074
‘Net impairment losses on available for sale securities:
“Total impairment $ - $ (250) $ (4949
Portion of loss recognized in other comprehensive income (before taxes) - - 3,615
Net impairment losses recognized in operations - (250) (1,329
Derivative credit adjustment (2,275) (12,538) (12,214)
Other 5,776 4,058 3,903
Total non-interest income 29,450 13,468 15,512
NON-INTEREST EXPENSE
Salaries and employee benefits 62,500 52,501 55,219
Occupancy expense 13,011 13,373 12,508
Equipment expense 7,399 7,342 6,783
Amortization of intangible assets 3,685 3,685 3,685
Data processing expense 4,384 4,352 4,359
" Professional fees 3,459 3,271 2,724
Goodwill impairment - - 89,706
Insurance expense 5,824 6,186 7,696
Advertising expense 2,809 2,946 2,335
Probiem loan expense 5,681 8,342 5,162
Real estate owned expense, net 2,358 1,186 801
Office supplies expense 1,247 1,307 1,501
Other 8,251 5734 8,573
Total non-interest expense 120,608 110,225 201,052
LOSS BEFORE INCOME TAXES (50,525) (67,495) (176,096)
INCOME TAX (BENEFIT) EXPENSE (34) 10 9,322
NET LOSS (50,491) (67,505) (185,418)
- NET LOSS AVAILABLE TO COMMON SHAREHOLDERS $__(50,491) $ (67,505 $_(185.418)
Basic loss per common share $ 0.59 $ (0.88) $ (6.56)
Diluted loss per common share 3 {0.59) $ (0.88) 6.56
~ Weighted average common shares — basic 85.938.714 76,653,990 28,258 953
Weighted average common shares — diluted 85.938.714 76,653,990 28,258,953




Sun Bancorp, Inc. and Subsidiaries
CONSOLIDATED STATEMENTS OF COMPREHENSIVE L0OSS

(Doliars in thousands)

For the Year Ended December 31, 2012 201 2010
NET LOSS AVAILABLE TO COMMON SHAREHOLDERS $(50,491) $(67,505) (185418
Other Gomprehensive Income, net of tax (See Note 2)
Unrealized gains (losses) on securities:
Unrealized holding gains (losses) gains arising during period $ 1649 § 7,721 {1,765)
Less: reclassification adjustment for gains included in net'income ~ ' (88) (1,098) (2,842)
Reclassification adjustment for net impairment loss.recognized in earnings - 148 808
Reclassification adjustment for portion of impairment loss recognized in other comprehensive loss - - {2,198)
Other comprehensive income (loss) 1,561 6,771 (5,997)
COMPREHENSIVE LOSS $(48,930)

See Notes to Consolidated Financial Statements,
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Sun Bancorp, Inc. and Subsidiaries

CONSOLIDATED STATEMENTS OF SHAREHOLDERS*: EQUITY:

(Dollars in thousands)
Accumulated 3
" Additional  Retained = Other Deferred
. Preferred Common Paid-In Earnings Comprehensive Compensation  Treasury el
) _ Stock Stock Capital (Deficit) -~ (Loss)Gain’ - Plan Trust ‘Stock * Total
BALANCE, JANUARY1,2010 > $ - $25,436 $362,189 $ (4,597) 8 (149) $(124) $(26,162) $ 356,593
Net loss - ' - - - (185,418) - L= -~ (185,418)
Other comprehensive loss S - - - - . B997) - ~ (5,997)
Issuance of preferred stock coe
(See Note 21) 88,009 - - - - -~ 88,009
Redemption of preferred stock
(See Note 21) (88,009) - - -~ - L ~ (88,009
Issuance of common stock L - 26,983 81,074 -~ - (110) . - 107,947
 Preferred and commoh stock issuance™ IR
" costs (See Note 21) < - - (7,495) - - - - (7,495)
Stock-based compensation : - 45 2,567 ~ - - Joo= 2812
BALANCE, DECEMBER 31,2010 - $ ~  $52,464  $438,335 $(190,015) $(6,146) $(234) $(26,162) $ 268,242
Net loss . - - ~ (67,505) i - - (67,505)
Other comprehensive income ~ .*" -~ - - ~ ~ 6,771 - - - 8,771
Capital raise : S - 34,930 64,621 - .- - - 99,551
Deferred cost of capital raise - - (571) ~ c - - - 671)
Issuance of common stock ' - 354 742 ~ - 41 - 1,137
Stock based compensation..  © . - .. .17 1,381 - - - - 1,458 -
BALANCE, DECEMBER 31,2011~ $ - - $87,825  $504,508 $(257,520)~ - - --$-625 $(193) $(26,162) $ 309,083
Net foss . & - - ~ (50,491) - - - (50,491)
Other comprehensive income ' - - - - 1,561 ¢ - 1,561
Issuance of common stock o - 396 794 - - (63) - 1,127
Stock based compensation E - 80 1,236 . = e el = - - 1,315
BALANCE, DECEMBER 31,2012 $ - $88,301 $506,537 $(308,011) ~$2,186 $(256) $(26,162) $ 262,595

See Notes to Consolidated Financial Staféments.
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Sun Bancorp, Inc. and Subsidiaries

CONSOLIDATED STATEMENTS OF CASH FLOWS

(Dollars in thousands)

Years Ended December 31, 2012 2011 2010
OPERATING ACTIVITIES o
Net (loss) income $ (50,491) $ (67,505) $(185,418)
Adjustments to reconcile net income to net cash prowded by operating actNItles
Provision for loan losses 57,215 74,266 101,518
* Increase (decrease) in reserve for unfunded commitments 232 (1,109) - 525
Depreciation, amortization and accretion 12,700 11,978 11,574
Goodwill impairment - - 89,706
Impairment of bank properties and equipment and real estate owned 1,736 1,394 277
Impairment charge on available for sale securities - 250 1,329
Net gain on sales and calls of investment securities (151) {1,901) (4,673)
Loss (gain) on real estate owned 345 (26) (18)
Purchase of trading securities - (41,371) -
Proceeds from sale of trading securities - 41,367 -
Increase in fair value of interest rate lock commitments (847) i - -
Gain on sale of loans (8,414) (3,247) (3,560)
Increase in cash surrender value of BOLI (1,987) (2,199). (2,074)
Deferred income taxes - - 20,342
Stock-based compensation 1,315 1,458 2,612
Shares contributed to employee benefit plans 1,126 . 1,096 . - 644
Credit valuation adjustment 54 (2,042) 1,948
Change in fair value of residential mortgage loans heid-for- sate (2,065) - =
Mortgage loans originated for sale (471,185) (141;482) (189,077)
Proceeds from the sale of mortgage loans 405,842 135,895 185,520
Change in assets and liabilities which provided (used) cash:
Accrued interest receivable 858 “1,092 - C 2,23
Other assets 4,378 12,629 . 5,373
Other liabilities 11,698 11,872 . (1,169)
Net cash (used in) provided by operating activities (37,641) 32,415 37,610
INVESTING ACTIVITIES o .
Purchases of investment securities zvailable for sale (117,411) (248,524) (465,629)
Purchases of investment securities tield to maturity : (250) - -
Net (purchase) redemption of restricted equity securities . (2,060) 1,764 (2,091)
Proceeds from maturities, prepayments or calls of investment securities available for sale 141,795 151,002 246,278
* Proceeds from maturities, prepayments or calls of investment securities heild to maturity 676 1,693 3,911
Proceeds from sale of investment securities available for sale 47,500 63,001 175,381
Proceeds from the sale of commercial real estate loans . - 98,628 54,808
Net (increase) decrease in loans (67,475) 12,447 51,794
Purchases of bank properties and ecuipment (3,869) (8,384) (5,090)
Return of surrender value of BOL! - 2,230 5171
Proceeds from sale of real estate owned 3,559 1,597 8,049
Insurance proceeds from real estate owned - -~ 154
Net cash provided by investing activities 2,465 75,454 72,736
FINANCING ACTIVITIES
Net increase (decrease) in deposits 45,247 (272,105) 31,192
*Net repayments of federal funds purchased - - (89,000)
Net repayments of securities sold under agreements to repurchase - customer (3,700) (639) (12,370)
Repayments of short-tem advances from FHLBNY (1,318) (1,266) (11,216)
Borrowings of long-term advances from FHLBNY 60,000 - -
Repayments under securities sold under agreements to repurchase - FHLB (15,000) - -
Repayment of obllgatlon under capital lease (259) (243) {(190)
Proceeds from the issuance of preferred stock (see Note 21) - - 88,009
Redemption of preferred stock - - (88,009)
Preferred stock issuance costs - - (7,495)
Common stock issuance costs - (6571) -
Proceeds from issuance of common stock - 99,551 106,839
Net cash provided by (used in) financing activities 84,970 (175,273) 17,760
NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS 49,794 (67,404) 128,106
. GASH AND CASH EQUIVALENTS, BEGINNING OF YEAR 119,822 187,226 59,120
CASH AND CASH EQUIVALENTS, END OF YEAR $ 169,616 $ 119,822 $ 187,226
SUPPLEMENTAL DISCLOSURES OF GASH FLOW INFORMATION )
Interest paid $ 21,137 $ 25,048 $ 32,766
income taxes paid - 154 110
SUPPLEMENTAL DISCLOSURE OF NON-CASH ITEMS
Transfer of real estate owned to bank property $ - $ - $ 1,900
Transfer of loans or bank properties o real estate owned 7,679 3,344 4,625
Transfer of loans from held-for-sale to held-for-investment 9,905 6,374 2,985
Commitments to purchase investment securities - - 2,500

See Notes to Consolidated Financial Statements.
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Sun Bancorp, Inc. and Subsidiaries

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS -

(All-dollar-amounts presented in the tab/es except share and per share amounts are in thousands)

1. NATURE OF OPEHATIONS

Sun Bancorp, tnc. (the “Company”) is registered as a bank holding
company.under the Bank Holding Company Act of 1956, as amended.
The Company is the parent company.of Sun National Bank (the “Bank”),
a national bank and the Company’s principal wholly-owned subsidiary.
TheBank’s wholly owned subsidiaries are Sun Financial Services, L.L.C.,
and 2020 Properties, L.L.C. and 4040 Properties; L.L.C. The:Bank’s
former subsidiary, Sun Home Loans, Inc., was merged into the Bank on
September 16, 2011 pursuant to New Jersey law.

The Company’s principal business is to serve as a holding company
for the Bank. The Bank is in the business of attracting customer
deposits through its Community Banking Centers and investing these
funds, together with borrowed funds and cash from operations, in loans,
primarily commercial real estate, small business, residential mortgage
and non-real estate loans, as-well as mortgage-backed and investment
securities. The principal business of Sun Financial Services, L.L.C. is
1o offer mutual funds, securities brokerage, annuities and investment
advisory services through the Bank’s Community Banking Centers. The
principal business of 2020 Propertigs, L.L.C. and 4040 Properties,
L.L.C. is to acquire and thereafter liquidate certain real estate and other
assets. in satisfaction of-debts previously contracted by the Bank. The
Company’s various capital trusts, Sun Capital Trust V, Sun Capital Trust
VI, Sun Capital Trust: VI, Sun Statutory Trust VIl and Sun Capital Trust
VIII, collectively, the “Issuing Trusts,” are presented on a deconsolidated
basis. The Issuing Trusts, consisting of Delaware business trusts and
one business trust operating in Connecticut, hold junior subordinated
debentures issued by the Company.

Through the Bank, the Company provides cdmmercual and consumer
banking services. As of December 31, 2012, the Company had
62 locations throughout New Jersey.

The Company’s outstandmg common stock is traded on the NASDAQ
Global Select Market under the symbol “SNBC”. The Company is
subject to the reporting requirements of the Securities and Exchange
Commission (“SEC”). The Bank’s primary federal regulator is the Office
of the Comptroller of the Currency (the “0CC”).

2. SUMMARY OF SIGNIFICANT ACCOUNTING Poucms

Basis of Presentation. The accounting and reporting policies
conform to accounting principles generally accepted in the United States
of America (“GAAP”) and to general practices in the banking industry.
The preparation of the consolidated financial statements in conformity
with GAAP requires management to make estimates and assumptions
that affect the reported amounts of assets and liabilities and disclosure
of contingent assets and liabilities at the date of the financial statements.
The significant estimates include the allowance for loan losses, goodwill,
intangible assets, income taxes, stock-based compensation, and the
fair value of financial instruments. Actual results may: differ fromthese
estimates under different assumptions or conditions.

Basis of Consolidation. The consolidated financial statements
include, after all intercompany balances and transactions have been
eliminated, the accounts of the Company, its principal wholly owned
subsidiary, the Bank, and the Bank’s wholly owned ‘subsidiaries, Sun
Financial Services, L.L.C., 2020 Properties, L.L.C., and 4040 Properties,
LLC. In accordance .with Financial Accounting Standards’ Board
Accounting Standards Codification (‘FASB ASC”) 810, Consolidation,
the -Issuing Trusts are deconsolidated. See Note 14 of the Notes to
Consolidated Financial Statements for additional information on the
Company’s participation in the Issuing Trusts.

Segment Information. n accordance with FASBASC 280, Segment
Reporting (FASB ASC 280), the Company has one reportable operating
segment, “Community Banking.” All of the Company’s activities are
interrelated, and each activity is dependent and assessed based on how
gach of the activities of the Company supports the others, For example,
lending is dependent upon the ability of the Company to fund itself with
deposits and other borrowings, and manage interest rate and credit risk,
Accordingly, all significant operating decisions are based upon analysis
of the Company as one segment or unit.

Cash and Cash Equivalents. Cash and cash equivalents includes
cash and amounts due from banks, interest-garning bank balances and
federal funds sold, all of WhICh have original matunty dates of 90 days
or less.

v lnvestrnent Sectlrities. The Company_’s 'investment securities
include both held-to-maturity and available-for-sale. The purchase and
sale of the Company's investment securities are recorded based on
trade date accounting. At December 31, 2012 and 2011, the Company
had no unseitled transactions. The following provides further information
on the Company’s accounting for debt securities:

Held-to-Maturity - Investment securities that management has the
positive intent and ability to hold until maturity are classified as held-
to-maturity and carried at their remaining unpaid principal balance,
net of unamortized premiums or unaccreted discounts. Premiums are
amortized and discounts are accreted using the interest method overthe
estimated | remamlng term of the underlying security. '

Available- for-Sale - Investment securities that will be held for indefinite
periods of time, including securities that may be sold in response to
changes in market interest or prepayment rates, needs for liquidity,
and changes in the availability and the yield of alternative investments,
are classified as available-for-sale. These assets are carried at their
estimated fair value. Fair values are based on quoted prices for identical
assets in.active markets, quoted prices for similar assets in markets
that are either actively or not actively traded, or in some cases where
there is limited activity or less transparency around inputs, internally
developed discounted cash flow models. Unrealized gains and losses
are excluded from earnings and are reported net of tax in accumulated
other comprehensive income (loss) on the consolidated statements of
financial condition until realized, including those recognized through
the non-credit component of an other-than-temporary impairment
(“OTTI") charge.
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Trading — From time to time, the Company purchases debt securities. -

principally for the purpose of selling in the near-term. Any trading security
balances held as of the reporting date are classified as held-for-trading
and accounted for at fair value. Realized and unrealized.gains and-losses
on trading securities are included in other income on the-consolidated
statements of operations. Fair values of trading :securities are based
on quoted - market ‘prices, pricing models (utilizing indicators of general
market conditions or other economic measurements), or management’s
estimates of amounts to be realized on settlement, assuming current
market conditions and an orderly disposition over a reasonable period-of
time. The Company had no investment securities classified as tradmg at
December-31, 2012 and 2011, ‘

In accordance with FASB ASC 325-40, Beneficial Interests in
Securitized Financial Assets (FASB ASC 325-40), and FASB:ASC 320,
Investment — Debt and Equity Securities (FASB ASC'320), the Company
evaluates its securities portfolio for OTTI throughout the year. .Each
investment, which has a fair value less than the book value, is reviewed
on a quarterly basis by management. Management"eonsiders, at a
minimum, whether the following factors exist that, both individually or
in combination, could indicate that the-decline is: other-than-temporary:
(a) the Company has the intent to sell the security; (b) itis more likely than
not that it will be required to sell the security before recovery; and (c) the
Company does ot expect to recover the entire amortized cost basis
of the security. Among the factors that are considered in determining
the Company’s intent is a review of capital adequacy, interest rate risk
profile and liquidity at the Company. An impairment charge is recorded
against individual securities if the review described above concludes
that the decline in value is othar-than-temporary. During 2012, it was
determined there were no other-than-temporarily impaired investments.
As a result, the Company did not record credit related OTTI charges
through earnings during the year ended December 31, 2012 as
compared to $250 thousand for the year ended December 31, 2011
and $1.3 million for the year ended December 31, 2010.

Loans Held-for-Sale. The Company had $120.9 million and
$23.2 million of loans held-for-sale at December 31, 2012 and 2011,
respectively. The balance at December 31, 2012 includes $99.0 million
of residential mortgages originated with the intent to sell which are
recorded at fair value and $21.9 million of commercial real estate loans
recorded at lower of cost or market. Effective July 1, 2012, the Company
elected the fair value option under FASB ASC 825, The Fair Value Option
for Financial Instruments, {(“FASB ASC 825"), on its residential mortgage
loans held-for-sale portfolio. This election resulted in a positive market
value adjustment of $2.1 million, which was recognized in gain on sale
of loans on the consolidated statements of operations for the twelve
months ended December 31, 2012. At December 31, 2011, loans held-
for-sale were carried at the lower of cost or estrmated fair value, on an
aggregate basis.

Deferred Loan Fees. Loan fees on loans held-for-investment, net
of certain direct loan origination costs, are deferred and the balance is
amortized to income as a yield adjustment over the life of the loan using
the interest method. Loan fees on loans held-for-sale, net of certain
direct loan origination costs, are deferred until the related loans. are
sold and are included in the determination of the gains or losses upon
sale, which are reported in gain on sale of loans in the consolidated
statements of operations.

- Allowance: for.Loan Losses. The allowance. for loan losses is
determined by management based upon past experience, evaluation of
estimated loss and impairment in the loan portfolio, current economic
conditions and other pertinent factors: The aliowance for loan losses is

maintained at a level that management considers adequate to provide

for estimated fosses and impairmeént based upon an‘evaluation of known
and inherent risk:in the loan' portfolio. Loan impairment is evaluated
based on:the fair. value of collateral. While management uses the best
information available to make such evaluations, future adjustments to the
allowance may be:necessary if economic_conditions differ substantially
from the assumptions used in making the evaluations. -

The “provision for loan losses is based ‘upon historical loan loss
experience, a series of qualitative factors and an evaluation of estimated
losses. in the current commercial loan portfolio, including. the evaluation
of impaired loans under FASB ASC 310, Receivables (“FASB ASC 310”).
Values assigned to. the qualitative factors and those developed from
historic loss experience: provide a dynamic-basis for the calculation of
reserve factors for both pass-rated loans (general pooled: allowance)
and those criticized and classified loans that continue to perform. A loan
is considered 1o- be -impaired when, based upon current information
and events, it isprobable that the Company will be unable to collect
all :amounts due according to the ‘contractual terms of the loan. An
insignificant delay or-insignificant shortfall in amount of payments does
not nécessarily result in the loan being identified as impaired. For this
purpose, delays:less than-90 days are considered to be: insignificant.
Impairment lossés are:included in the provision for loan losses. Loans
not individually: reviewed are ‘evaluated as a group using reserve factor

- pereentages based ori historic loss experience” qualitative “factors.

included in these qualitative factors are: -

* Levels of past due classified and non-accrual loans, troubled debt
restructurings and modifications

" Nature and' vqlume of loans

" o Changes in lending policies and procedures, underwriting standards,
collections, charge-offs and recoveries, and for commercial loans,
) the level of Ioans bemg approved with exceptions tb policy

. Expenence abrllty and depth of management and staff

-:7eNational .and:local. economic and' business conditions, including
various market segments -

o Quality of the Companys Ioan revrew system and degree of
" Board dvetsigfit::

e Concentratrons of credit by mdustry, geography and collateral type,
_with a specific emphasis on real estate, and changes in levels of
“such concentrattons

e Effect of extemal tactors mctudmg the deterloratlon of coIIateraI
~~vaiues,on the level of estimated credit losses in the current portfolio

Commercial loans;including commercial real estate loans, are placed
on non-accrualat the time thedoan is 90 days delinquent unless the credit
is' well secured and in the process of collection. Generally, commercial
loans'and commercial real estate loans are charged-off no later than
180 days definquent unless the lean is well secured and in the process
of collection, or other: extenuating circumstances support collection.
Residential real estate loans are typically placed on non-accrual at the
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time the loan is 90 days delinquent. Other.consumer loans are typically
charged-off at 180 days delinquent. in all cases, loans must be placed
on non-accrual or charged-off at an earlier date if collection of principal
or interest is considered doubtful.

Restricted Equily Securities. Certain secuntnes are classmed as
restricted equity securities because ownership is restricted and there is
not an established market for their resale. These securities are carried.at
- cost and are evaluated for impairment on a quarterly basis.

. Bank Properties and. Equipment. Land is carried at cost.

Bank properties and equipment are stated at cost, less accumulated
* depreciation. Depreciation, which is.recorded in equipment expense on
the consolidated statements of operations, is computed by the straight-
line method based on the estimated useful lives of the assets, generally
as follows:

_ Estimated Useful Life
40 years
‘Lesser of the useful life or the remamlng
lease term, including renewals, if appllcable
Three to 10 years

Asset Type
Buildings ,
Leasehold improvements‘

Equipment

Real Esiate Owned. Real estate owned is comprised of property
acquired through foreclosure, deed in lieu and bank property that is not
in use. Property acquired through foreclosure is carried at the lower of
cost or fair value of the-property based-on an appraisal less estimated

disposal costs. Credit losses arising from foreclosure transactions are”
charged against the allowance for loan losses. Bank properties are‘
carried at the lower of cost or fair value less estimated disposal cost.”

Costs to maintain real estate owned and any subsequent gains or
losses are included in real estate owned expense, net on the Company S
consolidated statements of operations.

Goodwill and Intangible Assets. Goodwill is the excess of the fair
value of liabilities assumed over the fair value of tangible and identifiable
intangible assets acquired in a business combination. Goodwill is not
amortized but is tested for impairment annually or more frequently if

events or changes in circumstances indicate that the asset might be'.
impaired. Thé Company tests goodwill for impairment annually as
of December 31. The Company elected to not apply the qualitative -

evaluation option permitted under Accounting Standards Update (“ASU")
2011-8, Intangibles — Goodwill and Other (Topic 35): Testing Goodwill
for Impairment issued in September 2011. Therefore, the Company
utilizes the two-step goodwill impairment test outlined in FASB ASC 350,
Intangibles — Gooawill and Other (“FASB ASC 350°). Step one, which
is used to identify potential impairment, compares the fair value of the
reporting unit with its carrying amount, including goodwill. A reporting
unit is an operating segment, or one level below an operating segment,
as defined in FASB ASC 280. If the fair value of a reporting unit exceeds
its -carrying value, goodwill of the reporting unit is not considered
impaired and step two is therefore unnecessary. If the carrying amount
of the reporting unit exceeds its fair value, the second step is performed
to measure the amount of the impairment loss, if any. At December 31,
2012, the Company performed its annual goodwill impairment test, and
step one of the analysis indicated that the Company’s fair value was
greater than its carrying value; therefore, the Company’s goodwill was
not impaired at December 31, 2012.

Intangible assets, net on ihe consolidated’ statements -of financial
condition, consist of core- deposit intangibles, net of accumulated
amortization from the Bank’s previous acquisitions. Core deposit
intangibles- are amortized using the straight-line method based on
the .characteristics of the particular deposit type and are evalyated
annually for impairment. See Note 10 for further details on goodwill and
intangible assets.

Bank Owned Life Insurance (“BOLI"”). The Company has
purchased life insurance policiesson certain. key employees These
policies are recorded at their-cash surrender value, or the amount that
can be realized in accordance with FASB ASC 325-30, Investments
in Insurance Contracts. At December 31, 2012, the Company had
$25:4 milfion invested in-a-general account and $51.5 million in a
separate account, for a total BOLI cash surrender value of $76.9 million.
The BOLI separate account is invested in a mortgage-backed securities
fund, which is managed by-an independent investment firm. Pricing
volatility of these underlying instruments may have an impact on
investment - income; however, the fluctuations would be partially
mitigated by a stable value wrap agreement which is a component of
the separate account. Income from these policies and changes in the
cash surrender value are recorded in BOL! income of the consolidated
statements of operations.

Long-Lived Assets. Managemerit evaluates the carrying amount
of long-lived assets for impairment whenever events or changes in

. circumstances indicate that the carrying amount of an asset may not
“ be recoverable. Measurement of an impaired loss for long-lived assets

and intangibles with definite‘lives would be based on the fair value'of
the asset. The Company recognized impairment losses of $37 thousand,
$338 thousand and $123 thousand for the years ended December 31,

2012, 2011 and 2010, respectively, on long-lived assets. Impairment
losses on' long-lived assets are recorded in other expense in the
Company’s consolidated statements of operations. '

Loan Servicing Assefs. The Company. originates certain Small
Business Administration (“SBA") loans for sale to institutional investors.

‘I accordance with FASB ASC 860, Transfers and Servicing (“FASB ASC

860"), the costof loans sold is allocated between the servicing rights,

“the retained portion of the loan and the soid portlon of the loan based on

the relative fair values of each. -

Loan servicing rights are amortized in proportion to, and over the
period of, estimated net servicing income. In accordance with FASB
ASC 860, the Company regularly evaluates the loan servicing asset for
impairment. Because loans are sold individually and are not pooled, the
Company does not stratify groups of loans based on risk characteristics
for purposes of measuring impairment. The Company measures the loan
servicing assets by estimating the present value of expected future cash
flows for each servicing asset, based on their unique characteristics
and market-based assumptions for prepayment speeds and records a
valuation allowance for the amount by which the carrying amount of
the servicing asset exceeds the fair value. The gross carrying value
of the Company’s loan servicing assets was $389 thousand and
$429 thousand at December 31, 2012 and 2011, respectively. The fair
value of the loan servicing rights is determined by valuation techniques.
Valuation adjustments to the loan servicing assets for the years ended
December 31, 2012, 2011 and 2010 were $95 thousand, of expense,
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$0 and $0, respectively. These adjustments are reflected in other
income on the consolidated statements of- operations. The valuation
allowance for the loan servicing essets at December 31, 2012-and 2011
was $118 thousand and $23 thousand, respectively. The net carrying
value of the loan servicing asset is included within other assets on the
consolidated statements of financial condition.

Securities Sold Under Agreements to Repurchase. The
Comparty enters into sales of securities iinder agreements to repurchase
with its customers and the Federal- Home Loan Bank of New York
(“FHLBNY™). In accordance with FASB ASC 860, these agreements are
treated as financings, and the obligations to repurchase securities sold
are reflected as a liability in-the consolidated statements of financial
condition. Securities pledged- as collateral under agreements to
repurchase are reflected as-assets in the accompanymg consolidated
statements of financial condition.

Accounting for Derivative Financial Instruments and Hedging
Activities, The Company recognizes all derivative instruments at fair
value as either assets or liabilities in other assets or other liabilities on
the consolidated statements of financial condition. The accounting for
changes in the fair value of a derivative instrument depends on whether

DISCLOSURE OF RECLASSIFICATION AMOUNTS, NET OF TAX ‘

it has been designated and qualifies as part of a hedging relationship.
For-derivatives not designated as hedges, the gain or loss is recognized
in current earnings. -

The Company's derivative financial instruments are not exchange-
traded and therefore are valued utilizing models that use as their basis
readily observable market parameters, specifically the LIBOR swap
curve; and are classified within Level 2 of the valuation hierarchy.

Accumulated Other Comprehensive Loss. The Company
classifies items of accumulated other comprehensive loss by their
nature and displays the-accumulated balance of accumulated other
comprehensive: loss separately from retained earnings and additional
paid-in- capital in the equity section of the consolidated statements
of financial condition. Amounts categorized as accumulated other
comprehensive loss represent net unrealized gains or losses on
investment securities available for sale, net of tax and the non-credit
portion of any OTT! loss not recorded in eamnings. Reclassifications are
made to avoid double counting items which are displayed as part of
net income for the perlod These reclassifications for the years ended
December 31, 2012, 2011, and 2010 are as follows:

Years Ended December 31, 2012 2011 2010 .
Pre-tax Tax After-tax Pre-tax Tax After-tax Pre-tax Tax . After-tax
Unrealized holding gain (loss) on securities available for , : ‘ ;
sale during the year $2,788 $(1,139) $1,649 $13053 $(5,332) $7721 $(2,903) $ 1,138 §(1,765)
Less:
Reclassification adjustment for net gain included in » '
net income , v (151) 63 (88) (1,855) 757 (1,098) (4,673) 1,831 (2,842)
Reclassification adjustment for net impairment loss ”
recognized in earnings - - - 250 (102) 148 1,329 (6521) 808
Reclassification adjustment for portion of impairment :
loss recognized in other comprehensive 10ss - - - - - - (3,615).. - 1,417 (2,198)
Net unrealized gain (loss)on securities ‘ .
available for sale . $2,637 $(1,076) $1,561 $6,771 $(9,862) $3865 $(5,997)

$11,448 - $(4,677)

(1) All-amounts are included in non-interest income in the Consolidated statements.of operations.
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- Treasury Stock. Stock held in treasury by the Company is accounted
for using the cost method which treats stock held in treasury as a
reduction to total shareholders’ equity. At December 31, 2012 and
2011, the Company held 2,106,723 shares of treasury stock.

‘Stock-Based Compensation. The Company accounts for stock-
based compensation issued to employees and non-employee directors,
in accordance with the fair value recognition provisions of FASB ASC
718, Compensation - Stock Compensation, (‘FASB ASC 718”). Under
the fair value provisions of FASB ASC 718, stock-based compensation
cost is measured at the grant date based on the fair value of the award

- and is recognized as expense over the appropriate vesting period using

the straight-line method. However, consistent with FASB ASC 718, the.

amount of stock-based compensation cost recognized at any date must
at least equal the portion of the grant date value of the award that is
vested at that date and, as a result, it may be necessary to recognize the
expense using a ratable method. Although the provisions of FASB ASC
718 should generally be applied to non-employees, FASB ASC 50550,
Equity-Based Payments to Non-Employees, is used in determining the
measurement date of the compensation expense for non-employees.

Determining the fair value of stock-based awards at measurement
date requires judgment, including estimating the expected term of
the stock options and the expected volatility of the Company’s stock.
In addition, judgment is required in estimating the amount of stock-
based awards that are expected to be forfeited. If actual results differ
significantly from these estimates or different key assumptions were
used, it could have a material effect on the Company’s consohdated
financial statements.

In accordance with FASB ASC 718, the fair value of the stock options
granted is estimated on the date of grant using the Black-Scholes
option pricing model which uses the assumptions noted in the table
below. The expected term of a stock option is estimated using historical
exercise behavior of employees at a particular level of management
who were granted options with a comparable term. The stock options
have historically been granted a 10 year term. The risk-free interest
rate is based on the U.S. Treasury yield curve in effect at the time of the
grant. The expected volatility is based on the hrstoncal volatility of the
Company’s stock price.

Significant weighted average assumptlons used to calculate the fair
value of the option awards for the years ended December 31, 2012,
2011 and 2010 are as follows:

WEIGHTED AVERAGE ASSUMPTIONS USED
IN BLACK-SCHOLES OPTION PRICING MODEL

Years Ended December 31, 2012 2011 2010
Fair value of options granted : = _
during the year $1.52 $2.11 $2.75
Risk-free rate of return 0.98% 2.72% 3.05%
Expected term in months 61 78 111
Expected volatility 62% 47% 45%
Expected dividends $ - & -  $--

(1) To date, the Company has not paid cash dividends on its common stock.

At December 31, 2012, the Company had five stock-based employee
compensation-plans, which are described more fully in Note 15.

Interest Income on Loans. Interest income on loans is credited
to operations based upon the principal amount outstanding. Interest
accruals are generally discontinued when a loan becomes 90 days past
due, or when principal or rnterest is considered doubtful of collection.
When interest accruals are drscontmued unpaid, mterest credited to
income in the current year is reversed and unpaid mterest accrued in
the prior year is charged to the allowance for loan losses.

Income Taxes. The Company accounts for . income taxes in
accordance with FASB ASC 740, Income Taxes (“FASB ASC 740”). FASB
ASC 740 requires the recording of deferred income taxes that reflect the
net tax effects of temporary differences between the carrying amounts
of assets'and liabilities for financial reporting purposes and the amounts
used for income tax purposes ‘Management exercises significant
judgment in'the evaluation of the amount and timing of the recognmon
of the resultrng tax assets and liabilities. The-judgments and estimates
requrred for the evaluation are updated biased upon changes in business
factors and the tax laws. If actual results differ from the assumptions
and other considerations used in estimating the amount and timing of
tax recognized, there can be no assurance that' additional expenses
will not be required in future penods The Company recognizes, when
apphcable interest and penalhes related to unrecognized tax benefits
in the provision for income taxes in the consolidated statements of
operations. Assessment of uncertain tax positions under FASB ASC
740 requires careful consideration of the technical merits of a position
based on management’s analysis of tax regulations and interpretations.
Significant judgment is applied when addressing the requirements of
FASB ASC 740. At Deceémber 31, 2012, the:Company had a valuation
allowance of $113.4 million-against its gross deferred tax asset. As
the Company remained in a cumulative loss position, a full deferred
tax valuation allowance is still appropriate at December 31, 2012. See
Note 20 for additional information on the Company s application of FASB
ASC 740.

“Loss Per Common Share. Basic loss per share is computed by
dividing nét loss' ‘available to common shareholders by the weighted
average number of shares of common stock outstanding, net of ary
treasury shares, during the period. Diluted earnings per share is
calculated by dividing net income available to common shareholders by
the weighted average number of shares of common stock outstanding,
net of any treasury shares, after consideration of the potential dilutive
effect of common stock equrvalents based upon the treasury stock
method using an average market price of common shares sold during
the period. Dilution is not considered when the Company is in a net
loss position.

Recent Accounting Pnncrples In February 2013, the FASB issued
Accounting Standards Update (*ASU”) 2013-02, Comprehensive Income
(Topic 220): Reporting of Amounts Reclassified Qut of Accumulated
Other Comprehensive Income. The amendments .in this update aim
to improve the reporting of reclassifications out of accumulated other
comprehensive income. The amendments seek to attain that objective
by requiring an entity to report the effect of significant reclassifications
out of accumulated other comprehensive income on the respective line
items in net income if the amount being reclassified is required under
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GAAP to be reclassified in‘its entirety to net income. For other amounts
that are not required under GAAP to be reclassified in their-entirgty to
net income in the same reporting period, an entity is required to cross-
reference other disclosures required under GAAP that provrde additional
detail about those amounts. This would be the case when. a portion
of .the amount reclassified out of accumulated .other comprehensive
income is reclassified to a balance sheet account instead of directly to
income or expense in the same reporting period. For public entities, the
amendments are effective prospectively for reporting periods beginning
after December 15, 2012. The Company is currently evaluating the
impact of the adoption of this accountlng standards update on its
financial statements

In July 2012, the FASB issued ASU 2012 02, /ntangrb/es Goodwill
and Other (Topic 350): Testing Indefinite-Lived Intangible Assets for
Impairment. This amendment provides an entity with the option first
to assess qualitative factors to, determine whether the existence of
events and circumstances indicates that it is more likely than not that
the indefinite-lived intangible asset is impaired. If, after assessing the
totality of events and circumstances, an entity concludes. that it is not
more likely than not that the indefinite-lived intangible asset is impaired,
then the entity is ot requrred to take further action. However, if an entity
concludes otherW|se then it is re: qurred to determine the fair value of the
indefinite-lived intangible asset and perform the quantitative impairment
test by comparing the fair value with the carrying amount in accordance
with Subtopic 350-30. This amendment is effective for public entities for
annual and interim impairment tests performed for fiscal years beglnnrng
after September 15, 2012. The guidance will have no impact on. the
Company as it does not have any indefinite-lived intangible assets.

in December 2011, the FASB issued ASU 2011-11, Balance Sheet
(Topic 210): Disclosures about Offsetting Assets and Liabilities {*ASU
2011-11"). This amendment results in common offsetting requirements
and disclosure requirements in GAAP “and International Financial
Reporting Standards (“IFRS”). This guidance is not intended to change,
but enhance, the application requirements in FASB ASC 210, Balance
Sheet (“FASB ASC 210”). This guidance is effective for public entities
during interim and annual periods beginning. after January 1, 2013,
This guidance amends only the disclosure requirements and not the
application of the accounting standard. In January 2013, the FASB
issued Accounting Standards Update (“ASU”) 2013-01, Balance Sheet
(Topic 210): Clarifying the Scope of Disclosures about Offsetting Assets
and Liabilities. The amendments in this update clarify that the scope of
ASU 2011-11 applies to derivatives accounted for in accordance with
FASB ASC 815, Derivatives and Heaging (“FASB ASC 815”), including
bifurcated embedded derivatives, repurchase agreements and reverse
repurchase agreements, and securities borrowing and securities
lending transactions that are either offset in accordance with FASB
ASC 210 or FASB ASC 815 or subject to an enforceable master netting
arrangement or similar agreemant. This guidance is effective for fiscal
years beginning on or after January 1, 2013, and interim periods within
those annual periods. An entity should provide the reguired disclosures
retrospectively for all comparative periods presented. The Cormipany is
cuirently evaluating the impact of the adoption of these accounting
standards updates on its financial statements.

“In June 2011, the FASB issued ASU 2011-05, €omprehensive
Income - (Topic: 220):- Presentation of - -Comprehensive  Income.
Subsequently ‘in- December 2011, the FASB issued ASU 2011-12,
Deferral of the Effective Date for Amendments fo the Presentation of
Reclassifications of ftems Out of Accumuiated Other Comprehensive
Income in Accounting Standards Update No. 2011-05. This guidance
eliminates the presentation option of presenting the component of
other comprehensive income ds part of the statement of changes in
stockholders’ eqmty In addition, the updates to comprehensive income
gurdance require ‘all nonowner changes in stockholders’ equity to be
presented either in a single continuous statement of comprehensive
income or two separate but consecutive statements. The Company
elected to adopt the two statement approach. In this two statement
approach the first statement should present total net income and its
components followed consecutlvely by a second statement that should
present total other comprehenswe income, the components of other
comprehensive income and the total of comprehensive income. ‘These
changes apply to both annual and interim financial statements The

~ Company adopted the new accounting guidance effective January 1,

2012, and applied it retrospectively to fiscal years 2011 and 2010.
The adoption ‘added the Condensed Consolidated Statements of
Comprehensive Income but did not impact the Company’s results of
operatlons flnancral position, or cash flows.

In May 2011, the FASB. rssued ASU 2011-04, Amendments to
Achieve Common Fair Value Measurement and Disclosure Requrrements
in US.. GAAP and IFRS, to achieve common fair value measurement
and disclosure requirements between U.S. GAAP. and international
accounting principles. While the overall guidance is consistent with
U.S. ‘GAAP, the amendment includes additional fair value disclosure
requirements. The amendments in the guidance are effective for interim
and annual periods beginning after December 15, 2011. The adoption
of this amendment did not have a material effect on the Company’s
financial statements; however, the adoption dld result in expanded falr
value drsclosures in Note 24.

3. BRAllch SA'_-ES AND CONsou_DAflous ‘

During 2012, the Company consolidated three owned branch offices
and ohe leased branch office into existing branch offices. As a result
of these consolidations, the: Company‘added the three owned branch
offices to the real estate owned portfolio in the amount of $1.4 miltion,
which included a loss on the transfer of $236 thousand. No branch sales
or consolidations occurred in 2011. During the third quarter of 2010,
the Company consolidated four owned branch offices and one leased
branch office into existing branch offices. In 2010, as a résut of these
consolidations, the Company added the four owned branch offices to the
real estate owned portfolio in the amount of $1.3 m|lI|on Wthh included
a loss on the transfer of $130 thousand.
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4. INVESTMENT SEcunmes

- The amqrtrzed cost of rnvestment securities and the approxnmate falr value at December 31 2012 and 201 1 were as follows

SUMMARY OF I?N\»IESTMENT secumrlr;s o

- Gross Gross ;
Amortized  Unrealized Unrealized Estimated
Cost ~ Gains Losses Fair Value
December 31,2012 o -
Available for sale: S - '
U.S. Treasury obligations $ 9,998 $ 13 $ - $ 10,011
U.S. Government agencies 4,966 o, = (17) .. 4,949
U.S. Government agency mortgage-backed securmes 348,854 7,104 (980) 354,978
Other mortgage-backed securities - - 287 - (1) 286
State and municipal obligations .. . 36,848 3,322 - 40,170
Trust preferred securities ' . 12,622 - (6,740) 5,882
Corporate bonds- 24,449 993 - - 25442
Other 1,464 - - 1484
“Total available for sale . 439,488 11,432 (7,738) 443,182
Held to maturity; - S
U.S.-Government agency mortgage-backed securities 662 48 - -~ 710
" Other mortgage-backed securities ‘ 250 - - 250
- Totalheld to maturity 912 48 - - 960
Total investment securities $440,400 $11,480 $(7,738) - $444,142
December 31, 2011
Available for sale: - .
U.S. Treasury obligations i$ 11,999 $ 80 $ - $-12,079
U.S. Government agencies
U.S. Government agency mortgage- backed securmes 423,269 6,264 (629) 428,904
Other mortgage-backed securities - 323 ' - T 27) 296
State.and municipal obligations 45,424 3,373 (12 48,785
Trust preferred securities 12,619 - (7,711) 4,908
Corporate bonds 19,689 57 (338) 19,408
Other 1,165 - : - 1,165
Total available for sale . = 514,488 - 9,774 8,717) . . 515,545
Held to maturity: ‘ : S
U.S. Government agency-mortgage-backed securities - - 1,344 69 - 1,413
~Qther mortgage-backed securities - - - - - -
Total held to maturity 1,344 69 - 1,413
$515,832 $ 9,843 $@6,717  $516,958

Total investment securities
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During 2012, the Company had six securities called prior to maturity
for $7.0 million of proceeds, resulting in gross realized gains and

losses of $10 thousand and $93 thousand, respectively, eight available -

for sale securities were sold prior to maturity for gross proceeds of
$47.5 million, which resulted in gross realized gains and losses of
$475 thousand and $241 thousand, respectively and eight securities
matured, generating $9.1 million of gross proceeds. During 2011, the
Company had nine securities called prior to maturity for $27.0 million of

proceeds, resulting in gross realized gains of $46 thousand, 22 available
for sale securities were sold prior to maturity for gross proceeds of
$61.4 million, which resulted in gross realized gains and losses of
$1.9 million and $1.0 million, respectively, three trading securities were
sold for gross proceeds of $42.2 million, resulting in gross realized gains
of $880 thousand and 20 securities matured, generating $63.6 million
of gross proceeds.

The following table provides the gross unrealized losses and fair value, aggregated by investment category and length of time the individual
securities have been in a continuous unrealized loss position at December 31, 2012 and 2011:

GROSS UNREALIZED LOSSES BY INVESTMENT CATEGORY

Less than 12 Months 12 Months or Longer Total
Gross Gross Gross
Estimated Unrealized Estimated Unrealized Estimated Unrealized
Fair Value Losses Fair Value Losses Fair Value Losses
December 31, 2012

U.S. Government agencies $ 4,949 $({n S - $ - $ 4949 $ (17)
U.S. Government agency mortgage-backed securities .69,145 (980) . 69,145 (980)
Other mortgage-backed securities 286 (1) - - 286 (1)
Trust preferred securities : - - 5,882 (6,740) 5,882 (6,740)
Total $74,380 $(998) § 5,882 $(6,740) $ 80,262 $(7,738)

December 31, 2011 o
U.S. Government agency mortgage-backed securities $79,221 $(627) $ 7,224 $ (2 $ 86445 $ (629
Other mortgage-backed securities S= - 296 27 296 27
State and municipal obligations - - 233 (12) 233 (12)
Corporate bonds 14,231 (338) - - 14,231 (338)
Trust preferred securities — — 4,908 (7,711) 4,908 (7,711)
Total $93,452 $(965) $12,661 $(7,752) $106,113 $(8,717)

The Company determines whether unrealized losses are temporary
in nature in accordance with FASB ASC 325-40, when applicable,
and FASB ASC 320. The evaluation is based upon factors such as
the creditworthiness of the underlying borrowers, performance of
the underlying collateral, if applicable, and the level of credit support
in the security structure. Management also evaluates other facts and
circumstances that may be indicative of an OTTI condition. This includes,
but is not limited to, an evaluation of the type of security, length of time
and extent to which the fair value has been less than cost-and near-term
prospects of the issuer.

~ For the year ended December 31, 2012, the Company’s investment

impairment review did not identify any credit losses. For the year ended
December 31, 2011, the Company’s investment impairment review
identified credit losses of $250 thousand on a single issuer trust
preferred security for which the Company had previously recorded an
OTTl charge in 2010. Application of the guidance did not have an impact
on any other securities in an unrealized loss position at December 31,
2012 or 2011,

The following is a roll-forward for the years endéed December 31,
2012 and 2011 of OTTI charges recognized in earnings as a result of
credit losses on investments:

CUMULATIVE OTTI RECOGNIZED IN OPERATIONS

At or for the Year Ended December 31, 2012 Amount
Cumulative OTTI, beginning of year $10,203
Additional increase as a result of net impairment losses
recognized on investments -
Decrease as a result of the sale of an investment
with net impairment losses -
Cumulative OTTI, end of year $10,203
At or for the Year Ended December 31, 2011 Amount
Cumulative OTTI, beginning of year $10,683
Additional increase as a result of net impairment losses
recognized on investments 250
Decrease as a result of the sale of an investment
with net impairment losses (730)
Cumulative OTTI, end of year $10,203
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US. Government Agencies. At December 31, 2012, the gross
unrealized loss in the category of less than 12.months of $17 thousand
consisted of one.agency security -with an estimated fair value of
$4.9 million issued and guaranteed by a U.S. Government sponsored
agency. The Company monitors key credit metrics such as delinquencies,
defaults, cumulative losses and credit support levels to determing if an
OTTI exists. As of December 31, 2012, management concluded that
an OTT! did not exist on the .aforementioned security based upon its
assessment. Management also- concluded that it-does not intend to sell
the security, and that it is not more likely than not it will be required
to sell the security, before its recovery, which may be maturity, and
management expects to recover the entire. amortized cost basis of
this security.

~US.  Government Agency Mortgage-Ba(;kéd Securities. At

December 31, 2012, the gross unrealized loss in the category of less

than 12 months of $980 thousand consisted of nine mortgage-backed aha ti ' Reld ;
-« .10 sell the security, before their:recovery, which may be maturity, and

securities' with an estimated fair value of $69.1 million issued and
guaranteed by a U.S. Government sponsored agency. The Company
monitors key credit metrics such as delinquencies, defaults, cumulative
losses-and credit support levels to determine if an OTTI exists. As of
December 31, 2012, management concluded that an OTTI did not exist
on any of the aforementioned securities based upon its assessment.
Management also concluded that it does not intend to sell the
securities, and that it is not more likely than not it will be required to
sell the securities, before their recovery, which may be maturity, and
management expects to recover the entire amortized cost basis of
these securities.

Other Morigage-Backed Securities. At December 31, 2012, the gross
unrealized loss in the category of less than 12 months of $1 thousand
consisted of one non-agency mortgage-backed security with an estimated
fair value of $286 thousand. This security was rated “AA” by at least one
nationally recognized rating agency. The Company monitors key credit
metrics such as delinquencies, defaults, cumulative losses and credit
support levels to determine if an OTTI exists. As of December 31, 2012,
management concluded that an OTTI did not exist on this security and
believes the unrealized loss is due to increases in market interest rates
since the time the underlying security was purchased. Management aiso
concluded that it does not intend to sell the security, and that it is not
more likely than not it will be required to sell the security, before its
recovery, which may be maturity, and management expects to recover
the entire amortized cost basis of this security.

Trust Preferred Securities. At December 31, 2012, the gross .

unrealized loss in the category of 12 months or longer of $6.7 million
consisted of two trust preferred securities. The trust preferred securities
are comprised of one non-rated single issuer security with an amortized
cost of $3.8 million and an estimated fair value of $1.9 million, and one
non-investment grade rated pooled security with an amortized cost of
$8.8 million and estimated fair value of $3.9 million.

For the pooled security, the Company monitors each issuer in the
collateral pool with respect to financial performance using data from
the issuer’'s most recent regulatory reports as well as information on
issuer deferrals and defaults. Also the security structure is monitored

with respect to-collateral coverage and currént levels of subordination.
Expected future cash flows are projected assuming additional defautts
and deferrals based on the performance of the collateral pool. The non-
investment grade pooled security is in a senior position. in the capital
structure. The security had a 1.93 times principal coverage. As of the
most recent reporting date interest has been paid in accordance with
the terms of the security. The Company reviews projected cash flow
analysis for adverse changes in the present value of projected future
cash flows that may result in an other-than-temporary credit impairment
to be recognized through earnings. The most recent valuations assumed
no recovery on any defaulted collateral, no recovery on any deferring
collateral and additional 3.6% defaults or deferrals’ every 3 years with
no recovery rate. As of December 31, 2012, management -concluded
that an OTTI did not exist on the aforementioned securjty based upon
its assessment. Managéement also concluded that it dogs not intend to
sell the security, and that it is not more likely.than not it will be required

management ‘expects to recover the entire amortized cost-basis. of
this security.

The financial performance of the single issuer trust preferred
security is monitored on a quarterly basis using data from the issuer’s
most recent regulatory reports to assess the probability of cash flow
impairment, Expected future cash flows are projected incorporating the
contractual cash flow of the security adjusted, if necessary, for potential
changes in the amount or timing of cash flows due to the underlying
creditworthiness of the issuer and covenants in the security.

In August 2009, the issuer of the single issuer trust preferred security
elected to defer its normal quarterly dividend payment. As contractually
permitted, the issuer may defer dividend payments up to five years
with accumulated dividends, and interest on those deferred dividends,
payable upon the resumption of its scheduled dividend payments. The
issuer is currently.operating under an agreement with its regulators. The
agreement stipulates the issuer must receive permission from its
regulators prior to resuming its scheduled dividend payments,

During the year ended December 31, 2012, the Company did not
record a credit related OTTI charge related to this deferring single
issuer trust preferred security. Based on the Company’s most recent
evaluation, the, Company does not expect the issuer to default on the
security based primarily on the issuer’s subsidiary bank reporting that it
meets the minimum regulatory requirements to be considered a “well-
capitalized” institution. The Company recognizes that the length of time
the issue has been in deferral, the difficult economic environment and
some weakened performance measures, while recently improving,
increases the probability that a full recovery of principal and anticipated
dividends may not be realized. However, the Company concluded that an
additional impairment charge is not warranted at December 31, 2012.

The amortized cost and estimated fair value of the investment
securities, by contractual maturity, at December 31, 2012 is shown
below. Actual maturities will differ from contractual maturities as
borrowers may have the right to call or prepay obligations with or without
call or prepayment penalties.

©
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CONTRACTUAL MATURITIES OF INVESTMENT SECURITIES ' :
: ’ ’ Available for Sale Held to Maturity

‘ ’ » Amortized Estimated Amortized Estimated
December 31,2012 ‘ - Cost Fair Value Cost  Fair Value
Due in one year or less $ 11,437 § 11,452 $ - $ -
Due after one year through five years » - 24,697 25,691 250 250
Due after five years through ten years ’ 12,971 13,735 - -
Due after ten years : 41,242 37,040 L - -

Total investment securities, excluding mortgage-backed securmes : 90,347 87,918 250 250
U.S. Government agency mortgage-backed securities - | : 348,854 354,978 662 - 70
Other mortgage-backed securities ' 287 286 - -

Total investment securities: : ' : $439 488 $443 182 $912 . $960

At December 31, 2012, the Company had $1 27 0 million, amortlzed cost, and $1 32 0 mullon estimated fair value of mvestment secur|t|es pledged
to secure public deposits. At December 31, 2012, the Company had $188.9 mllllon amortized cost, and $1 92.8 million, estlmated fair value, of
investment securities pledged as collateral on secured borrowmgs
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5. LOANS;REGEIVABLE

The components of loans receivable, net were as follows:

LOAN COMPONENTS
December 31, 2012 2011
Commercial:
Commerciaf and industrial $ 556966 $ 551,396
CRE owner occupied - 527,825 604,361
" CRE non-owner occupied 584,857 626,795
Land and development 55,919 95,474
Consumer: '
Home equity lines of credit 207,720 - 224,517
" Home equity term loans - 30,842 41,470
Residential real estate 273,413 100,438
Other 38,618 46,671
Total gross loans 2,276,160 2,291,122
Allowance for loan losses (45,873) (41,667)
Loans, net $2,230,287 $2,249,455
Loans past due 90 days and accruing ~ $ - $ 154
Troubled debt restructuring, accruing - -
LOANS ON NON-AGCCRUAL STATUS -
December 31, 2012 2011
Commercial ]
Commercial and industrial $12,156 $ 6,501
Commercial and industrial, held-for-sale 1,114 -
CRE owner occupied 14,957 32,579
" CRE owner occupied, held-for-sale 3,223 -
CRE non-owner occupied 5,305 9,873
CRE non-owner occupied, held-for-sale - 5,208 -
Land and development 20,897 32,088
Land and development, held-for-sale 589 -
Consumer: >
.-Home equity lines of credit 3,714 3,620
Home equity term loans 1,226 1,246
Residential real estate ~ 5,747 2,522
Other : - 658 1,227
Total non-accrual loans $74,884 $89,656
Troubled debt restructurings, non-accrual  $18,244 $17,875
Troubled debt restructurings, non-accrual,
held-for-sale $2499 § -

Many of the Company’s commercial and industrial loans have a real
estate component as part of the collateral securing the accommodation.
Additionally, the Company makes commercial real estate loans for the
acquisition, refinance, improvement and construction of real property.
Loans secured by owner-occupied properties are dependent upon
the successful operation of the borrower’s business. If the operating
company experiences difficulties in terms of sales volume and/or
profitability, the borrower’s ability to repay the loan may be impaired.
Loans secured by properties where repayment is dependent upon
payment of rent by third-party tenants or the sale of the property may
be impacted by loss of tenants, lower lease rates needed to attract new
tenants or the inability to sell a completed project in a timely fashion
and at a profit. At December 31, 2012, commercial and industrial loans
secured by commercial real estate properties totaled $1.1 billion of
which $527.8 million, or 47.44%, were classified as owner occupied
and $584.9 million, or 52.56%, were classified as non-owner occupied.

As of December 31, 2012, the Company had $24.3 million
outstanding on 19 residential construction, commercial construction
and land development relationships whose agreements included interest
reserves. As of December 31, 2011, the Company had $31.4 million
outstanding on 18 residential construction, commercial construction

- and land development relationships whose agreements included interest

reserves. The total amount available in those reserves to fund interest
payments was $3.6 million and $956 thousand for the periods ended
December 31, 2012 and December 31, 2011, respectively. There were
no relationships with interest reserves which were on non-accrual status
as of December 31, 2012. The Company had six residential construction
refationships with interest reserves of $3.4 million on non-accrual status
as of December 31, 2011. As these relationships were in technical
default, no additional funding of the interest reserves could have been
made. Construction projects are monitored throughout their lives by
professional inspectors engaged by the Company. The budgets for loan
advances and borrower equity injections are developed at underwriting
time in conjunction with the review of the plans and specifications for the
project being financed. Advances of the Company’s funds are based on

“the prepared budgets and will not be made unless the project has been

inspected by the Company’s professional inspector who must certify that
the work related to the advance is in place and properly complete. As it
relates to construction project financing, the Company does not extend,
renew or restructure terms unless its borrower posts cash collateral in

_an interest reserve.

. Included in the Company’s loan portfolio are modified commercial

- loans. Per FASBASC 31 0-40, Troubled Debt Restructuring, a modification
is one in which the creditor, for-economic or legal reasons related to the

debtor’s financial difficulties, grants a concession to the debtor that it
would not otherwise consider, such as providing for a below market
interest rate and/or forgiving principal or previously accrued interest;
this modification may stem from an agreement or be imposed by
law or a court, and may involve a muitiple note structure. Generally,
prior to the modification, the loans which are modified as a troubled
debt restructuring (“TDR") are already classified as non-performing.
These loans may only be returned to performing (i.e. accrual status)
after considering the borrower’s sustained repayment performance
for a reasonable amount of time, generally six months; this sustained
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repayment performance may include the period of time just prior to
the restructuring. During 2012, the Company entered into three TDR
agreements. The Company granted a partial debt forgiveness on two of
the agreements and permitted an advance on a defauited relationship
for the third TDR. As of December 31, 2012, the total carrying value of
the TDRs was $9.1 million, of which $0 was performing.

There was a commitment to lend additional funds en two non-accrual
TDRs-at December 31, 2012 of $962 thousand. Interest income not
recognized as a result of the above non-accrual loans was $7.7 million,
$4.9 miltion and $5.4 million for the years ended December 31, 2012,
2011 and 2010, respectively. The amount of interest included in net
income on these loans for the years ended December 31, 2012, 2011
and 2010 was $5.0 million, $3.& million and $3.9 million, respectively.

Under approved lending decisions, the Company had commitments
to lend additional funds totaling approximately $842.4 million and
$423.4 million at December 31, 2012 and 2011, respectively.

6. ALLOWANCE FOR LOAN LOSSES

An analysis of the change in the allowance for loan losses is as follows:

Commitments to extend credit are agreements to lend to a customer
as long as there is no violation of any condition established in the
contract. Commitments generally: have fixed expiration dates or other
termination clauses and may require payment of a fee. Since many of
the commitments are expected to expire without being drawn upon, the
total commitment amounts do not necessarily represent future cash
requirements. The Company evaluates each customer’s creditworthiness
on an individual basis. The type and amount of collateral obtained, if
deemed necessary by the Company upon extension of credit, is based
on management’s credit evaluation of the borrower.

‘Most of the Company’s business activity is with customers located
within its local- market area. Generally, commercial real estate,
residential real estate and other assets are used 1o secure loans. The
ultimate repayment of loans is dependent, to a certain degree, on the
local economy and real estate market. As of December 31, 2012, the
Company had $364.4 million in loans pledged as collateral on secured
borrowings.

ALLOWANCE FOR LOAN LOSSES AND RECORDED INVESTMENT IN FINANCING RECEIVABLES

For the Year Ended December 31, 2012

Commercial and Home  Residential
industrial Equity™  Real Estate Other Total

Allowance for loan losses: ' :

Beginning balance $ 34227 $ 2566 $ 903 $ 3971 $ 41,667
Charge-offs (51,265) " (2,489) (249) (1,610) (55,613)
Recoveries 1,950 450 14 190 2,604

Net charge-offs (49,315)  (2,039) (235) (1,420) (53,009)
Provision for loan losses 48,285 2,207 2,665 4,058 57,215

Ending balance $ 33197 $. 2734 $ 3333 $ 6609 $ 45873

Ending balance: individually evaluated for impairment “$ 651 § - - $ 98 $ - - $ 1049

Ending balance: collectively evaluated for impairment $ 32246 $ 2,734 $ 3235 $ 6609 $ 44824

Financing Receivables: ‘

Ending balance . $1,725567  $238,562 $273,413 $38,618 $2,276,160

Ending balance: individually evaluated for impairment $ 71,443 $ 4756 $ 5612 $ 631 $ 82442

Ending balance: collectively evaluated for impairment - $1,654,124  $233,806 $267,801 $37,987 $2,193,718

(1) Amount includes both home equity lines of credit and term loans .

©)
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For the Year Ended December 31, 2011

Commercial and

Home  Residential
industrial Equity ®  Real Estate Other Total

Allowance for loan losses: ' ’

Beginning balance $§ 76759 $ 2883 $ o661 $ 1410 ¢ 81,713
Charge-offs (112,108) (3,337) (1,064) (1,303) (117,812
Recoveries 2,459 88 43 523 3,113

Net charge-offs (109,649) (3,249 (1,021) (780) (114,699)
“Provision for loan losses 67,117 2,932 1,263 2,954 74,266

Reserves transferred : = ‘ ~ - 387 387

Ending balance $ 34227 $ 2566 $ 903 $ 39711 $ 41667

Ending balance: individually evaluated for impairment $ 5429 §$ - $ 14 $ 47 $ 5490

Ending balance: collectively evaluated for impairment $ 28798 $ 2,566 $ .889 $ 3924 § 36,177

Financing Receivables: .

Ending balance $1,878,026  $265,987 $100,438. $46,671 $2,291,122

Ending balance: individually evaluated for impairment $ 98916 ~$ 4595 $ 2522 $ 97 -$ 106,130

Ending.balance: collectively evaluated for impairment . $1,779110 ~ $261,392 $ 97,916 $46,574 $2,184,992

(1) Amount includes both home equity lines of credit and term loans

At or for the Year Ended December 31, ~ 2010

Balance, beginning of year $ 59,953
Charge-offs (80,802)
Recoveries 1,044

Net charge-offs (79,758)
Provision for loan losses 101,518
Balance, end of year $ 81,713

The allowance for loan losses was $45.9 million, $41.7 million and
$81.7 million at December 31, 2012, 2011 and.2010, respectively.
The ratio of allowance for loan losses to loans held-for-investment was
2.02%, 1.82% and-3.22% at December 31, 2012, 2011 and 2010,
respectively.

The provision for loan losses charged to expense is based upon
historical loan loss experience, a series of qualitative factors, and an
evaluation of estimated losses in the current commercial loan portfolio,
including the evaluation of impaired loans under FASB ASC 310. Values
assigned to the qualitative factors and those developed from historic
loss experience provide a dynamic basis for the calculation of reserve
factors for both pass-rated loans (general pooled allowance) and those
criticized and classified loans that continue to perform.

A loan is considered to be impaired when, based upon current
information and events, it is probable that the Company will be unable to
collect all amounts due according to the contractual terms of the loan.
An insignificant delay or insignificant shortfall in amount of payments
does not necessarily result in a loan being identified as impaired. For
this purpese, delays less than 90 days are considered to be insignificant.
Impairment losses are included in the provision for loan losses on
the consolidated statements of operations. Impaired loans include
accruing and non-accruing TDR loans. Loans not individually reviewed
are evaluated as a group using reserve factor percentages based on
historic loss experience and qualitative factors, which generally include
consumer loans, residential real estate loans, and small business loans.
In determining the appropriate level of the general pooled allowance,
management makes estimates based on internal risk ratings, which take
into account such factors as debt service coverage, loan-to-value ratios,
management’s abilities, and certain external factors.
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The following tables present the Company’s components of impaired loans, segregated by class of loans. Commercial and consumer loans that

were collectively evaluated for impairment are not included in the data that follows:

IMPAIRED LOANS

For the Year Ended December 31, 2012

Accrued Cash

, Unpaid ~ Average Interest Interest
Recorded: Principal Related Recorded Income Income
Investment Balance Allowance Investment Recognized Recognized

With no related allowance: ‘ ’

Commercial:’ : - ~ e coe e
Commercial & industrial . ... $17.257 - $ 19,260 $ - $ 14,977 $53 $.53
Commercial & industrial, held for sale 1125 2,252 - 1,987 - - -
CRE owner occupied 22,586 44,110 - 25,521 86 86
CRE-owner occupied, held for sale 5,596 17,001 - 11,384 - -
CRE non-owner occupied =~ _ 5305 . 9,761 - 14,452 24 24
CRE non-owner-occupied, held for sale . 5,428 9,583 - 5,269 - L=
Land and.development A 20,649 33,607 - 27,353 2 .22
Land and development, held for sale 589 2,124 - 1,255 - -

Consumer:

Residential real estate 5,428 5,852 - 4,334 - -
Home Equity Lines of Credit 3,582 4,610 - 2,942 9 9
Home Equity Term Loans 1,174 1,285 - 1,023 3 3
Other 631 1,489 - 231 - -

With an allowance recorded:

Commercial:

Commercial & industrial $ - $ 93 $ - $ 1,222 $ - $ -
CRE owner occupied v _ , 4,649 8,779 649 6,029 - -
Land and development 997 1,013 302 553 - -

Consumer: ' P » C o . B S
Residential Real Estate : : 184 194 98¢ m - -
Other - - - : 4 - -

Total commercial - $84,182 $148,519 $951  $110,002 $185 $185
Total consumer _ ~ $10999 $ 13,430 $ 12 $ 12

SuN BAncore, INC:
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IMPAIRED LOANS

' For the Year Ended December 31, 2011

Accrued Cash
- “Unpaid Average Interest Interest
-Recorded - Principal Related Recorded Income Income
) S Investment Balance ‘Allowance Investment Recognized Recognized
With no related allowance: o
Commercial: :
Commercial & industrial $ 9401 -$ 12,778 $ - $ 9,180 $ 67 -$ 67
CRE owner occupied 32,202 55,982 . - 36,266 357 357
CRE non-owner occupied 7,308 8,584 - 15,299 36 - 36
Land and development 25,925 26,148 - 29,932 57 Y
Consumer:
Residential real estate 2,433 2,758 - 470 - -
Home Equity Lines of Credit 3,398 4,402 - 637 N -
Home Equity Term Loans 1,197 1,306 - 228 N -
Other 50 50 - 2 - -
With an allowance recorded: "
Commercial: B T
Commercial & industrial $ 4955 § 6110 . $ 262 $ 13,368 $ 337 $ 337
CRE owner occupied 9,706 14,449 2,448 18,929 212 2212
CRE non-owner occupied 2,565 3,468 229 6,211 438 438
L.and and development 6,854 7,063 2,490 7,937 - -
Consumer: ,
Residential Real Estate 89 164 14 45 - -
“Other 47 47 47 19 - =
Total commercial $98,916 $134,582 $5,429 $136,582 $1,504 $1,504
Total consumer $ 7214 § 8726 $ 61 $ 1,354 $ - $ -
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IMPAIRED LOANS

For the Year Ended December 31, 2010

Accruéd

Cash
Unpaid Average Interest Interest
Recorded  Principal .‘Related Recorded Income Income
Investment Balance Allowance Investment Recognized Recognized
With no related allowance: : '
Commercial;

Commercial & industrial $ 8650 $ 9570 $ - $ 5,387 $ 58 $ 58

CRE owner occupied 32,325 65,398 - 37,502 18 18

CRE non-owner occupied 24,047 33,445 - 9,398 - -

Land and development 21,044 - 33,387 - 12,343 9 9

Consumer: '
Residential real estate - - - 23 - -
Other - - - 644 - -
With an allowance recorded:
Commercial:

Commercial & industrial $ 26,938 $ 32,365 $ 6,109 $ 20,959 $ 454 $438

CRE owner occupied 20,365 25,099 4,800 22,463 433 420

CRE non-owner occupied 20,275 26,512 4,770 8,998 - -

Land and development 27,085 28,460 5,401 9,209 29 29

Consumer:

Other - - - - 323 - -
Total commercial $180,729  $254,236 $21,080 $126,259 $1,001 $972
Total consumer $ - $ . - $ - $ 990 $ - $ -
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In accordance with FASB ASC 310, those impaired loans which are fully collateralized do not result in a specific allowance for loan losses. included in
impaired loans at December 31, 2012 were five TDR relationships (11 contracts), four of which were fully collateralized and one of which had specific
reserves totaling $154 thousand. In addition, one of the TDRs at December 31, 2012 included a $6.5 million line of credit, of which $5.6 million was
utilized and $939 thousand was available. One TDR included a commitment to lend additional funds of $23 thousand at December 31, 2012.

The following table presents an analysis of the Company’s TDR agreements entered into during the twelve months ended December 31 2012

Troubled Debt Restructuring as of December 31, 2012
, Pre-Modification

Post-Modification

Outstanding Outstanding
Number of Recorded Recorded
: Contracts Investment Investment
Loans held-for-investment o
CRE owner occupied - ' 1 $8,955 $8,382
Land and development A : 1 371 749
. GCRE non-owner occupied ° T : : 1 265 -
Troubled Debt Restructuring as of December 31, 2011
Pre-Modification . Post-Modification .
Outstanding Outstanding
Number of Recorded Recorded
Contracts . Investment Investment
Commercial and industrial 4 - $ 8277 $7,855
CRE owner occupied 6 19,363 9,329
Land and development ' , : ; 1 1,745 691
TROUBLED DEBT RESTRUCTURINGS THAT SUBSEQUENTLY DEFAULTED
For the Year Ended December 31, 2012 _
Pre-Modification  Post-Modification
Outstanding Outstanding
Number of Recorded Recorded
 Contracts Investment’ Investment
Commercial and industrial 1 $ 3,257 $5,225
- CRE owner occupied @ ' “ -3 © 10,928 3,525
Land and development C ‘ ‘ 1 3N 749

(1) One of the above contracts was charged off during the twelve months ended December 31, 2012. The recorded mvestment on this contract is now $1 39 thousand: The other contracts

are displayed in the table above outstanding as of December 31, 2012.

TROUBLED DEBT RESTRUCTURINGS THAT SUBSEQUENTLY DEFAULTED

For the Year Ended December 31, 2011

Pre-Modification:

Post-Modification

. Outstanding Outstanding

Number of Recorded - Recorded

Contracts - Investment Investment

Commercial and industrial @ 5 $ 8,400 $7,978
18,922 9,451

CRE owner occupied 7

(1) One of the above contracts was charged off during the twelve months ended December 31, 2011. The recorded investment on this contract is now $0. The other contracts are displayed

in the table above outstanding as of December 31, 2011.
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The following tables present the Company’s distribution of risk ratings loan po‘rtfc)lio, segregated by class, as of December 31,2012 and 2011:

CREDIT QUALITY INDICATORS

As of December 31,2012
Credit Risk by Internally Assigned Grade
Commercial ~ Gonsumer
Home
CRE CRE Home equity  equity
Commercial.  owner non-owner Land and lines of term Residential
- &industrial occupied occupied development credit  loans realestate  Other
Grade: van .
Pass $479,983 $456576 $544,645 $32,791 $200,429 $29,561 - $265,139 $37,561
Special Mention 36,233 19,955 24,885 - - - - -
Substandard - 40,750 51,294 15,327 23128 7291 1,281 8274 1,097
Total $556,966 $527,825 $584,857 $55,919 $207,720 $30,842 $273,413 $38,618
CREDIT QUALITY INDIGAIORS
As of December 31, 2011
Credit Risk by Internally Assigned Grade
Commercial Consumer
Home
_ v CRE . CRE. . . . Homeequity. equity
Commercial owner non-owner Landand = lines of term Residential
&industrial occupied  occupied ; development . credit . loans. realestate  Other
Grade:
Pass $501,605 $515555 $567,295 $42,268 $218,066  $40,138 $ 94,681 $44,821
Special Mention - .26,062 24,483 30,013 5,799 - - - -
Substandard 23,729 64,323 29,487 47,407 6,451 1,332 5,757 1,850
$626,795 $95,474 $224517 $41,470  $100,438 $46,671

Total -~ $551,396 - $604,361

¢

The Company’s primary tool for assessing risk when evaluating
a credit in terms of its underwriting, structure, documentation and

eventual collectability is a risk rating system in-which the -loan is--
assigned a numeric value. Behind each numeric category is a defined

set of characteristics reflective of the particular level of risk.
The risk rating system is based on a nine point grade using a two-digit

scale. The upper five grades are for “pass” categories, while the lower: -

four grades represent “criticized” categories which are equivalent to the
guidelines utilized by the OCC.

The portfolio manager is responsible for assigning, maintaining,
and documenting accurate risk’ ratings for all commercial loans and
commercial real estate loans. The portfolio manager assigns a risk rating
at the inception of the credit, reaffirms it at each’renewal, extension, or

modification, and adjusts the rating based on. the performance of the
credit. As part of the credit review process, a regional credit officer will
review risk ratings for accuracy. The-portfolio manager's risk rating will
also be reviewed periodically by the loan review department and the
Bank’s regulators.

To calculate risk ratings in a consistent fashion, the Company uses

-:a Risk Rating. Form that.provides for a numerical grade to be assigned
to up to six characteristics of a credit including elements of its financial
condition, abilities of management,- position. in the market, collateral
support and the impact of changing. conditions. When combined, an
overall risk rating is provided. A separate set of risk rating elements are
provided for credits associated with the financing of real estate projects.
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The following tables present the Company’s analysis-of past due loans, segregated by class of loans, asggf ’DBCQE‘D?( 31,2012 and 2011:

AGING OF RECEIVABLES

S

$16,893

$12,

$89,487 $119,090 $2,172,032

For the Year Ended December 31, 2012
T T : Loans 90
30-59 60-89 » Total =~ Days Past
Days Past Days Past * 90 Days Total Past _ Financing  Due and
] Due _ Due Past Due Due Current Receivables Accruing
Commercial: ' o ﬁ
Commercial & industrial $ 3,192 $ 797 $ 2350 § 6,339 $ 550,627 $ 556,966 $-
CRE owner occupied 5,828 223 * 10,811 16,862 510,963 ~ - 527,825 -
CRE non-owner occupied 4,037 1 2,974 "7,012 577,845 584,857 -
Land and development 3823 - 12 139‘_ + 15,962 39,957 . 55919 -
Consumer: ‘ o ST o
Home equity lines of credit 2,296 880 2518“ 5,694 202,026 207,720 -
Home equity term loans 960 340 - 972 2,272, 28,570 30,842 -
Residential real estate 8,387 328 5,288 14,003 259,410 - 273,413 -
Other 599 273 499 1,31 37,247 . 38,618 -
Total $29,122 $2,842 $37,551 $69,515 $2,206,645 $2,276,160 $-
AGING OF RECEIVABLES
For the Year Ended December 31, 2011
S Loans 90
30-59 60-89 Total Days Past
Days Past Days Past 90 Days Total Past Financing  Due and
, Due Due PastDue Due Current Receivables Accruing
Commercial: ‘ B E
Commercial & industrial $ 1024 $4600 $ 6407 $ 12031 $ 539365 $ 551,306 ~ $ -
CRE owner occupied - 6,408 1,176 35,003 42587 561,774 604,361 -
CRE non-owner occupied 2,187 4,981 8,398 15,566 611,229 626,795 -
Land and development 371 - . 32,088 32,459 . 63,015 95,474 -
Consumer: o . § r ‘
Home equity lines of credit 2,001 1,016 3182 6199 218,318 224,517 138
Home equity term loans 687 145 1,200 2,032 30438 41470 -
Residential real estate 3,324 565 2,307 6,196. 94,242 100,438 .-
Other ' 891 227 902 = 2,020 44,651 46,671 . 16
Total 710 - $154

$2,291,122

7. RESTRICTED EQUITY INVESTMENTS

The Company, through the Bank, is a member of the FRB, the
FHLBNY and Atlantic Central Bankers Bank, and is required to maintain
an investment in the capital stock of each. These investments are
restricted in that they can only be redeemed by the issuer at par value.
These securities are carried at cost and the Company did not identify
any events or changes in circumstances that may have had an adverse
effect on the value of the investments in accordance with FASBASC 942,
Financial Services — Depository and Lending. As of December 31,2012,
management does not believe that an impairment of these holdings
exists and expects to recover the entire cost of these securities.

The Company s restricted equity lnvestments at December 31, 2012

and 2011 were as fo!lows

HESTRIGTED EOUITY INVESTMENTS

2012

December 31 2011
FRB stock $10,783 $10,536
FHLBNY stock 6,955 5,142
Atlantic Central Bankers Bank stock 148 148

Total

$17,886 $15,826

©)
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8. BANK PROPERTIES AND EQUIPMENT

Bank properties and equipment consist of the following major
classifications:

SUMMARY OF BANK PROPERTIES AND EQUIPMENT

0On occasion, the Company engages construction related services from
companies affiliated with certain directors under separate agreements
with the Company. The Company did not engage in any construction
related services with related parties during 2012, 2011 or 2010.

9. ReAL ESTATE OWNED

December 31, 2012 2011 : Real estate owned consisted of the following:

Land .$ 8998 § 9,193

Buildings 30,617 31,680  SUMMARY OF REAL ESTATE OWNED

Capital lease 8630 8,630 - : ‘

Leasehold improvements and equipment 44781 42,899  December 31, 2012 2011
Total bank properties and equipment 93,026 92411  Commercial properties $5382 $1,777

Accumulated depreciation (42,221) (37,655  Residential properties 696 1,683
Bank properties and equipment, net $50,805 $54756  Bankproperties 1,395 1,560

‘ : , ’ Total $7,473  $5,020

The Company recognized depreciation expense of $5.7 million,

$6.3 miltion and $5.4 million for the years ended December-31, 2012,

2011 and 2010, respectively. .

SUMMARY OF REAL ESTATE OWNED ACTIVITY

Underlying Property
Commercial  Residential Bank

At or for the year ended December 31, 2012 Properties Properties Properties Total

Balance, beginning of year $ 1,777 $1,683 $1560 $ 5,020
Transfers into real estate owned - 6,000 315 1,365 7,680
Transfers into operations - - - -
Sale of real estate owned (1,956) (1,153) (797) (3,906)
Write down of real estate owned (439) (149) (733 (1,321)

Balance, end of year $ 5,382 $ 69

During 2012, the Company transferred $7.7 million in book value
of loans into real estate owned, including 23 commercial properties
aggregating $6.0 million, three bank properties totaling $1.3 million,
and four residential properties for $315 thousand. In 2012, the Company
recorded $1.4 million of write-downs of real estate owned, including
$149 thousand.on the carrying value of four residential properties,

$733 thousand on the carrying value of six bank properties, and

$439 thousand on the carrying value of six commercial properties. There
were 11 commercial properties, two bank properties and six residential
properties, with carrying amounts of $2.0 million,-$797 thousand and
$1.2 million, respectively, sold during the year ended December 31,
2012, which resulted in a net gain of $345 thousand, which is included
in real estate owned expense, nét'in the consolidated staterients
of operations. At December 31, 2012, the Company maintained
29 properties in-the real estate owned portfolio, six of which are former
bank branches.

©

“Writezdown of real estate owned -

$1,395  §$ 7,473

Expenses applicable to real estate owned include the following:

REAL ESTATE OWNED EXPENSES, NET

Years Ended December 31,
Net (gain) loss on sales of real estate

2012 2011 2010

$ 345 § (26) $(18)
1,433 667 383
Operating expenses, net of rental income 580 545 436

Total - $2,358 $1,186 $801
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10. GOODWILL AND INTANGIBLE ASSETS

In accordance with FASB-ASC 350, the Company tests goodwill for
impairment annually at year end and the current year analysis was
performed at December 31, 2012. . :

In-performing step one of the impairment analysis as defined by FASB
ASC 350, the market value assigned to the Company’s stock was based
upon an acquisition value relative to recent acquisition transactions by
companies in the Company’s geographic proximity and comparable size.
The acquisition value is sensitive to both the fluctuation of the Company’s
stock price and the stock price and equity of ‘peer companies. The
analysis resulted in an estimated Company fair value above its carrying
value, and therefore the Company was deemed to have no goodwill
impairment during 2012. During the year ended December 31, 2011,
the Company did not record a goodwill impairment charge. A goodwill
impairment charge of $89.7 .million was recorded in the year ended
December 31, 2010. This was the total accumulated impairment of
goodwill for the years ended December 31, 2012, 2011 and 2010.

The -Company has a core deposit premium intangible asset that
resutted from previous ‘acquisitions. The carrying value of this asset
was $3.3 million, and $6.9 million, at December 31,- 2012 and
2011, respectively. The Company incurred amortization expense of
$3.7 million, on its core deposit intangible during each of the years
ended December 31, 2012, 2011 and 2010.

- Information regardmg the Company s expected amdrtization expense
is as follows: h

AMORTIZATION OF INTANGIBLE ASSETS

Amount
Expected for Years Ended December 31,
2013 2,708
2014 554
Thereafter ' -

Total . $3,262

11. DEPOSITS

Deposits consist of the following major classifications:

SUMMARY OF DEPOSITS
December 31, 2012 20M
Interest-bearing demand deposits - $1,215,548 * $1,244,590
Non-interest-bearing demand deposits - 535,635 527,796
Savmgs deposits 264,155 262,044
Time deposits under $100,000 - 323,768 376,369
Time deposits $1 00,000 or more 256,725 177,747
Brokered time deposits 117,393 79,431
Total . , $2,713,224 $2,667,977
A summary of time deposits by year of maturify is as follows:
MATURITIES OF TIME DEPOSITS m
Years Ended December 31, | Amount
2013 ’ $437,006
2014 90,465
2015 76,362
2016 32,013
2017. 61,415
Thereafter ' ) 625
Total - $697,886
(1) Amounts include brokered time deposits.
A summary of interest expense on deposits is as follows:
SUMMARY OF INTEREST EXPENSE
Years Ended December 31, 2012 2011 2010
Savings deposits $ 900 $ 1412 $ 2,283
Time deposits 7,875 - 10,301 15,805
Interest-bearing k ‘
demand deposits 4,778 7,024 10,692
Total - $13,553

$18,737 $28,780

®
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12. ADVANCES FROM THE FEDERAL HOME LOAN
BANK OF NEW YORK

At December 31, 2012, the Company had fixed-rate advances
from the FHLBNY of $61.4 million, which mature through. 2022 with
interest rates ranging from 1.60% to 5.87%. At December 31, 2011,
the Company had fixed-rate advances from the FHLBNY of $2.7 million,
which mature through 2018 with interest rates ranging from’-’3.78%
to 5.87%. The weighted average interest rate at December 31, 2012
and 2011 was 2.10% and 4.62%, respectively. Interest expense on
advances from the FHLBNY was $425 thousand, $153 thousand and
$348 thousand for the years ended December 31, 2012, 2011 and
2010, respectively, and is included in interest on funds borrowed onthe
consolidated statements of operations.

The contractual maturities of the Company’s fixed-rate advances from
the FHLBNY at December 31, 2012 are as follows:

CONTRACTUAL MATURITIES OF ADVANCES FROM THE FHLBNY

Years Ended December 31, Amount
2013 ' $ 29
2014 -
2015 =
2016 -
2017 -~
Thereafter 61,116

Total $61,415

SUMMARY OF REPURCHASE AGREEMENTS

13. SECURITIES SOLD UNDER AGREEMENTS -
T0 REPURCHASE

* The Company-has overnight repurchase agreements with customers,
as well as term repurchase agreements with the FHLBNY. At
December 31, 2012 and 2011, customer repurchase agreements were
$2.0 million.with an interest rate of 0.17%-and $5.7 million with interest
rate of 0.08%, respectively. Interest expense on customer repurchase
agreements.was $7 thousand, $7 thousand and $30 thousand for the
years ended December 31, 2012, 2011 and 2010, respectively, and is
included in interest on funds borrowed on the consolidated statements
of operations. Collateral for customer repurchase agreements consrsted
of U.S. Treasury notes-or securities issued or guaranteed by one of the
U.S.: Government sponsored agencies. The fair value. of the collateral
was approximately equal to the amounts outstanding.

At -December 31, 2012, the Company. did not have any- FHLBNY
repurchase agreements. At-December 31, 2011, the Company had one
FHLBNY repurchase-agreement for $15.0 million with an interest rate
of 4.84%. Interest-expense.on FHLBNY .repurchase agreements, was
$472 thousand, $737 thousand-and $737 thousand for the years ended
December 31, 2012 2011 and 2010 respectively, and is included in
interest on funds borrowed on.the consolidated statements of operations.
Collateral for the FHLBN\{ repurchase agreements consists of securities
issued or guaranteed by one ofthe U.S. Government sponsored.agencies.
The fair value of the collateral exceeded the amount outstanding at
December 31, 2012, 2011 and 2010.

A summary of securities sold under agreements to repurchase
interest rates, approximate average amounts outstanding and their
approximate weighted average rates at December 31, 2012, 2011 and
2010 is as follows:

At or for the Years Ended December 31, 2012 2011 2010
FHLBNY repurchase agreements outstanding at year end $ - $15,000 $15,000
Weighted average interest rate at-year end % 4.84% 4.84%
Approximate average amount outstanding during the year $18,333 $15,000 $15,000
Approximate weighted average rate during the year 2.30% 4.91% 4.91%
Repurchase agreements with customers outstanding at year end. $ 1,968 $ 5,668 $ 6,307
Weighted average interest rate at year end 0.17% 0.08% 0.21%
Approximate average amount outstanding during the year $ 4,859 $ 6,659 $15,243
Approximate weighted average rate during the year 0.15% 0.10% 0.19%

©)
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..The maximum month end amount of securities sold under agreements to
repurchase forthe years ended December 31, 2012 and 2011 is as follows:

: SUMMARY OF MAXIMUM MONTH END REPURCHASE AGREEMENTS

2012 2011
$45,000 $15,000
$ 7,278 $ 8,249

December 31,

FHLBNY repurchase agreements
Repurchase agreements with customers -

14. JUNIOR SUBORDINATED DEBENTURES HELD BY
TRUSTS THAT ISSUED CAPITAL DEBT

The Company has establrshed Issuer Trusts that have issued
guaranteed preferred beneficial rnterests in the Company’s junior
subordinated debentures. These Issuer Trusts are variable interest
entities' under FASB ASC 810-10, Consolidation (“FASB ASC 810-10").

Inaccordance with FASB ASC 810-10, all the Issuer Trusts outstanding
at December 31, 2012 and 2011 are deconsolidated. The junior
subordinated debentures issued by the Company to the Issuer Trusts at
December 31, 2012 and 2011 of $92.8 million are reflected as junior
subordinated debentures in the Company’s consolidated statements
of financial condition. The Company records interest expense on the
corresponding-debentures in its consolidated statements of operations.
The Company also recorded the common capital securities issued
by the Issuer Trusts in other assets in its consolidated statements of
financial condition at December 31, 2012 and 2011.

The following ‘is a summary of the outstanding capital securities
issued by each Issuer Trust and the junior subordinated debentures
issued by the Company to each Issuer Trust as-of December 31, 2012.

SUMMARY OF CAPITAL SECURITIES AND JUNIOR SUBORDINATED DEBENTURIES

December 31,2012 Capital Securities - Junior Subordmated Debentures

: Stated Prmclpal Redeemable
Issuer Trust Issuance Date Value ‘Distribution Rate_ Amount ~ Maturity ‘Beginning
Sun Capital Trust V December 18,2003  $15,000 = 3-mo LIBOR plus 2.80% . $15,464 December 30,2033  December 30, 2008
Sun Capital Trust VI December 19,2003 25,000  3-mo LIBOR plus 2.80% 25,774 January 23, 2034 January 23, 2009
Sun Statutory Trust VIl January 17,2006 30,000 3-moLIBORplus1.35% 30,928 March 15, 2036 March 15, 2011
Sun Capital Trust VII “April 19,2007 . 10,000 6.428% Fixed 10,310 June 30, 2037 June 30, 2012
Sun Capital Trust VIl July 5, 2007 10,000  3-mo LIBOR plus 1.39% 10,310 ‘October 1, 2037 October 1, 2012

- $90,000 $92,786

On January 23, 2009 and December 30, 2008 the capital securities
of Sun Capital Trust VI and Sun Capital Trust V, respectively, became
eligible for redemption. As a result of the current interest environment,
the Company has elected not to call these securities; however the
Company maintains the right to call these securities in the future on the
respective payment.anniversary dates.

“The.Company’s capital securities are deconsolidated in-accordance
with: GAAP and qualify as Tier 1 capital under federal regulatory
guidelines. These instruments are subject to a 25% capital limitation
under risk-based -capital guidelines developed by the FRB. In March
2005, the FRB amended its risk-based capital standards to expressly
allow the continued limited inclusion of outstanding and prospective
issuances of capital securities in a bank holding company’s Tier 1
capital, subject to tightened quantitative limits. The FRB’s amended
rule was to become effective March 31, 2009, and would have fimited
capital securities and other restricted core capital elements t0.25% of all
core capital slements, net of goodwill, less any associated deferred tax
liability. On March 16, 2009, the FRB extended for two years the ability
of bank holding companies to include restricted core capital elements as
Tier 1 capital up to 25% of all core capital elements, including goodwill.
The portion that exceeds the 25% capital limitation qualifies as Tier 2, or
supplementary capital of the Company. Management currently operates
under a capital plan for the Company and the Bank that is expected to
allow the Company and the Bank to maintain regulatory capital levels at
or above the levels set for them.

The Issuer Trusts are wholly owned unconsolidated subsidiaries of the
Company and have no independent operations. The obligations of Issuer
Trusts are fully and unconditionally guaranteed by the Company. The
debentures are unsecured and rank subordinate and junior in right of
payment 1o all indebtedness, liabilities and obligations of the Company.
Interest on the debentures is cumulative and payable in arrears.
Proceeds from any redemption of debentures would cause a mandatory
redemption of capital securities having an aggregate liquidation amount
equal to the principal amount of debentures redeemed. '

Sun Statutory Trust Vil has a fixed rate of 6.24% for a period of five
years from the date of issuance and beginning in year six a variable rate of
London Interbank Offered Rate (“LIBOR”) plus 1.35%. Sun Capital Trust
VIl has a fixed rate of 6.428% for a period of five years from the date of
issuance and beginning in year six a variable rate of LIBOR plus 1.53%.
Sun Capital Trust V, Sun Capital Trust VI, Sun Statutory Trust VII, Sun
Capital Trust VIl and Sun Capital Trust VIll.do not have interest rate caps.

The Company has customarily relied on dividend payments from the
Bank to fund junior subordinated debenture interest obligations. The
amount available for payment of dividends to the Company by the Bank
was $0 as of December 31, 2012 and no dividends may be paid by the
Bank without. OCC approval. Per the OCC Agreement, a dividend may
only be declared if it is in accordance with the approved capital plan, the
Bank remains in compliance with the capital plan following the payment
of the dividend and the dividend is approved by the OCC. See Note 23
for additional information on dividend limitations.

©
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15. STOCK-BASED INCENTIVE PLANS

In September 2010, the Board of Directors of the Company adopted a
Stock-Based Incentive Plan (the “2010 Plan”). The purpose of the 2010
Pian, as is all of the Company’s stock-based plans, is to attract and
retain personnel for positions of substantial responsibility and to provide
additional incentive to officers, employees, directors, and other persons
providing services to the Company, or any present or future parent or
subsidiary of the Company to promote the long-term interests of the
Company and its shareholders. The 2010 Plan:authorizes the issuance
of 4,900,000 shares of common stock pursuant to awards that may be
granted in the form of options to purchase common stock and awards
of shares of common stock.. The. maximum number of stock awards
may not exceed 1,400,000 shares. Under the 2010 Plan, options expire
ten years after the date of grant, unless terminated earlier under the
option terms. For both options and stock awards, a Committee of non-
employee directors has the authority to determine the conditions upon
which the options granted will vest. At December 31, 2012, there were
232,647 options and 588,136 awards granted under the 2010 Plan.

In September 2010, the Board of Directors of the Company adopted
a Performance Equity Plan (the “2010 Performance Plan”). The 2010
Performance Plan authorizes.the issuance of 2,700,000 shares of
common stock pursuant to awards that may be granted in the form
of options at an exercise price which is 110% of the fair market value
of the Company’s comon stock on the date of grant. The purpose of
the 2010 Performance Plan is to establish an effective link between

incentive compensation and parformance for officers and employees .

with the Company’s stockholders by rewarding actions that resuit in
building long-term shareholder value. Under the 2010 Performance
Plan, options expire ten years after the date of grant, unless terminated
garlier under the option terms. For options, a Committeg of non-
employee directors has the authority to determine the conditions upon
which the options granted will vest. At December 31, 2012, there were
no options or stock awards granted under the 2010 Performance Plan.

The 2004 Stock Plan, as amended in 2009, (the “2004 Plan”),
authorizes the issuance of 2,500,425 shares  of common stock
pursuant to awards that may be granted in the form of options to
purchase common stock and awards of shares of common stock. The
maximum number of stock awards that may be granted over time may
not exceed 761,101 shares. At December 31, 2012, the amount of
shares of common stock available for future grants under the 2004
Plan, as amended, was 328,174 shares, of which 9,495 shares are
available for issuance as stock awards. Under the 2004 Plan, options
expire 10 years after the date of grant, unless terminated earlier under
the option terms. For both options and stock awards, a Committee of
non-employee directors has the authority to determine the conditions
upon which the options granted will vest. Each director and advisory
director of the Company received compensation in the form of
stock awards which were immediately vested upon issuance. There
were 0, 0, and 220,534 stock awards issued from the 2004 Plan for
the years ended December 31, 2012, 2011 and 2010, respectively.
The Company granted 0, 16,500 and 763,994 options for the years

ended December 31, 2012, 2011 and 2010, respectively, under the
2004 Plan. These options were granted at the then fair market value
of the Company’s stock. During 2012, there were no options granted
under the 2004 Plan. During 2011, there were 16,500 options granted
under the 2004 Plan which vested evenly over four years beginning two
years after the date of grant. During 2010, there were 503,300 options
granted under the 2004 Plan which vested 25% immediately and the
remaining 75% evenly over three years, 94,657 options granted which
vest evenly over five years, 75,000 options granted that vest 100%
two years after the date of grant, 47,037 options granted which vested
immediately, and 44,000 options granted which vest evenly over four
years beginning two years-after the date of grant. There are 1,411,150
options outstanding and 263,611 non-vested restricted stock awards
under the 2004 Plan at Decemibér 31, 2012.

in January 2006, as a result of the Advantage Bank (“Advantage”)
acqu:smon the Company assumed stock -options previously granted
under the Advantage Plans. Upon merger, all stock options under the
Advantage Plans became fully vested and were converted to stock

" options of the Company. The number of shares of common stock that

may be purchased pursuant to any such option is equal to the:number
of shares covered by the option multiplied by the merger exchange ratio,
with the exercise price of each converted option equal to the original
exercise price. divided by the merger exchange ratio. Stock options
previously granted under the Advantage Plans are both incentive and
non-qualified and expire from 2012 through 2014. There are 136 stock
options outstanding under these plans at December 31, 2012. No
additional stock options will be granted under these plans.

In July 2004, as a result of the acquisition of Community Bancorp
of New Jersey (“Community”), the Company assumed stock options
previously granted under the Community Plans. Upon merger, all stock
options under the Community Plans became fully vested and were
converted to stock options of the Company. The number of shares of
common stock that could have been purchased pursuant to any such
option equaled the number of shares covered by the option multiplied
by the merger exchange ratio, with the exercise price of each converted
option equal to the original exercise price divided by the merger
exchange ratio. Stock options previously granted under the Community
Plans were both incentive and non-qualified and any remaining options
expired in 2012. There are no stock options outstanding under these
plans at December 31, 2012. No additional stock options will be granted
under these plans.

Options granted under the 2002 Stock Optlon Plan (the “2002 Plan”)
may be either qualified incentive options or nonqualified options as
determined by the Compensation Committee of the Board of Directors
or the Board of Directors. The 2002 Plan authorizes the issuance of
1,108,089 shares of common stock. The grant of reload options is
authorized under the 2002 Plan. The award of a reload option allows the
optionee to receive the grant of an additional stock option, at the then
current market price, in the event that such optionee exercises all or part

“of an option (an “original option”) by surrendering already owned shares

of common stock in full or partial payment of the option price under such
original option. The exercise of an additional option issued in accordance
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with the reload feature will reduce the total number of shares eligible for
award under the Plan. Under-the 2002 Plan, the nonqualified options
expire ten years and ten days after the date of grant, unless terminated
earlier under the option terms. The, qualified .incentive options expire
10 years after the date of grant, unless terminated- earlier under the
option terms. The vesting provision of the 2002 Plan generally allows
20% of options granted to employees to vest six months after the date
of grant, and 20% for each of the next four anniversaries of the grant,
subject to employment and other conditions. The vesting provision of

'*-SUMMARY OF STOCK OPTIONS GRANTED AND ODTSTANDING ‘

the 2002 Plan generally-allows options granted-to directors tovest as
of the date of grant. At December 31, 2012, there were no options
outstanding- with the reload feature under the 2002 Plan and no shares
available for grant. : ;

There are no equity compensation plans providing for the issuance of
shares of the Company which were not approved by the shareholders.

Options outstanding under the 2002, 2004, 2010, Community Plans
and Advantage Plans are as follows:

Incentive Nonqualified Total
"Stock options granted-and outstandmg
December 31, 2012 at prices ranging from $2.85 to $1 7. 49 per share 835,097 -~ 950,060 1,785,157
December 31, 2011 at prices ranging from $3.09 to $17.49 per share 1,012,612 1,815,465 2,828,077
December 31, 2010 at prices ranging from $3.51 to $17.49 per share 846,377 1,353,234 2,199,611
Activity in the stock option plans for the years ended December 31, 2012, 2011 and 2010, respectively was as follows:
SUMMARY OF STOCK OPTION ACTIVITY
Years Ended December 31, 2012 ‘ 2011 2010
Weighted Weighted Weighted
Average Average Average
Number of Exercise Numberof  Exercise Number of Exercise
Options Price Options ‘Price - Options Price
Stock options outstanding, beginning of year 2,828,077 $794 2728139 $ 829 2,199,611 $9.51
Granted : 232 647' 292 242,500 428 763,994 477
Exercised - - - - -
' Forfeited, (74 776) 3.76 (63,095) 4.84 (29,521) 8.16
Expired (1,200,791) 8.1 (79,467) 11.39  (205,945) 8.27
Stack options outstanding, end of year 1,785,157 $7.35 2,828,077 $ 7.94 2,728,139 -$8.29
Stock options exercisable, end of year 1,178,775 $8.66 2,037,549 $ 8.73 1,750,189 - $9.37
Stock options vested or expected to vest @ $7.44 2,599,466 $ 798 2,584,682 $8.36

1,725,894

(1) In¢ludes vested shares and nonvested shares after a forfeiture rate assumption, which is based upon historical data, is applied.
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The weighted- average grant date fair value per share.of options
granted during the years ended December 31,-2012, 2011- and 2010
were $1.52, $2.11 and $2.75, respectively. The -aggregate. intrinsic
value of options outstanding at December 31, 2012, 2011 and 2010
was $132 thousand, $0, and $284 thousand, respectively.

SUMMARY OF NONVESTED STOCK OPTION ACTIVITY

2012

Nooptions were exercised during 2012, 2011 or 2010. The aggregate
intrinsic value of options exercisable at December 31, 2012, 2011 and
2010 was.$0.

Asummary of the Company’s nonvested options at December31 2012,
2011 and 2010, respectively, aré presented in the following table:

Years Ended December 31, 2011 2010
Weighted - Weighted- Weighted
Average Average Average
Number of GrantDate Numberof GrantDate Numberof Grant Date
Shares Fair Value Shares = Fair Value Shares  Fair Value
Nonvested stock options outstanding, beginning of year 790,528 $5.90 - 977,950 -$6.38 597,363 $15.31
Granted 232,647 292 242,500 4.28. 763,994 4.77
Vested (342,017) 6.30 (366,827) - 6.29 (353,886) .. 17.82
Forfeited (74,776) - 3.76 {63,095) -~ 4.84 (29,521) - 8:16
Nonvested stock options outstanding, end of year 606,382 $4.79 790,528 $5.90 977,950 $ 6.38

At December 31, 2012, there was $923 thousand of total
unrecognized compensation cost related to options granted under
the stock option plans. That cost is expected to be recognized over a
weighted average period of 2.6 years

SUMMARY OF NONVESTED STOCK AWARD ACTIVITY

A summary of the Combénys 'nonvésted: stock awards at
December 31, 2012, 2011 and 2010, respectwely, are presented i in the
following table:

2010

Years Ended December 31, 2012 . 2011
Weighted Weighted Weighted
Average Average Average
Number of GrantDate Numberof GrantDate Numberof Grant Date
_ Shares  Fair Value Shares  Fair Value Shares Fair Value
Nonvested stock awards outstandmg, beginning of year - 175,989 -$6.07. . 309,481 $6.16 182,297 $7.67
Issued 588,136 . 2.88 - .~ 176,250 . 476
Vested (106,012) . 857  (110,973) 6.56 (48,066) 679
Forfeited (19,076) 321 (19,689 4.83 (1,000) " 354
Nonvested stock awards outstanding, end of year 639,037 $3.30 178,819 $6:05 309,481 $6.16

During 2012, 2011 and 2010, the Company issued 588,136, 0
and 176,250 shares of stock awards, respectively, that were valued
at $1.8 million, $0 and $839 thousand, respectively, at the time these
awards were granted. The value of these shares is based upon the
closing price of the Company’s common stock on the date of grant.
At December 31, 2012, there was $1.8 million of total unrecognized
compensation cost related to these stock awards that is expected to
be recognized over a weighted average period of 4.47 years. The total
compensation expense recognized on stock awards which vested during
2012 was $469 thousand.

16. EMPLOYEE AND DIRECTOR STOCK
PURCHASE PLANS

In 1997, the Company adopted an Employee Stock Purchase Plan
(“ESPP”) and a Directors Stock Purchase Plan (“DSPP”} (collectively,
the “Purchase Plans”). Under the ESPP and the DSPP, as amended and
restated in 2009, 323,254 shares and 119,216 shares, respectively,
were reserved for issuance. Under the terms of the Purchase Plans, the
Company grants participants an option to purchase shares of Company
common stock with an exercise price equal to 95% of market prices.
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Under the ESPP, employees are permitted, through payroll deduction,
to purchase up to $25,000 of fair market value of the Company’s
common stock per year. Under the DSPP, directors are permitted to
remit funds, on a regular basis, to purchase up to $25,000 of fair
market value of the Company’s common' stock per year. Participants
incur no brokerage commissions or service charges for purchases made
under the Purchase Plans. For the years ended December 31, 2012,
2011 and 2010 there were 38,787 shares, 36,167 shares and 25,321
shares, respectively, purchased through the ESPP. For the years-ended
December 31, 2012, 2011 and 2010, there were 16,754 shares,
15,538 shares and 11,497 shares, respectively, purchased through the
DSPP. At December 31, 2012, there were 103,069 and 1,324 shares
remaining in the ESPP and DSPP, respectively.

17. BENEFITS

The Company has established a 401(k) Retirement Plan-(the “401(k)
Plan”) for all qualified employees. Employees are eligible to participate
in the 401(k) Plan following ‘completion of 90 days of service and
attaining age 21. The Company’s” match begins after one year of
service. Vesting in the Company’s match: contribution accrues evenly
over four years. Pursuant to the 401(k) Plan, employees can contribute
up to 75% of their compensation to the maximum aflowed by law. The
Company will match 50% of the first 6% of the base contribution that
an employee contributes. The Company match consists of a contribution
of the Company’s common stock, at market value. The Company’s
contribution to the 401(k) Plan was $670 thousand, $644 thousand
and $641 thousand for the years ended December 31, 2012, 2011 and
2010, respectively.

In April 2009, the Company established the Dlrectors Deferred Fes
Plan, a deferred stock compensation plan for members of its Board of
Directors (the “Directors’ Plan”). The Directors’ Plan provides Directors
with the opportunity to defer, for tax planning purposes, receipt of all
or a portion of any Sun Bancorp, Inc. stock earned as compensation.
The Directors’ Plan balance as of December 31, 2012 and 2011 was
$256 thousand and $193 thousand, respectively. ,

In September 2010, in an effort-to facilitate the succession plan

of the Company’s Chairmanship, the Company established a Salary .

Continuation Plan (the “Salary Pian”) to compensate the Chairman of the
Company for advising the incoming Chairman and the Board of Directors,
as well as reward him for his many years of service to the Company.
Under the Salary Plan, for a period of three years, the Chairman wil
receive a monthly payment equal to his'base salary in effect and due-to
him at retirement. At December 31, 2012, the Company had an-accrued
fiability of $1.0 million in other liabilities on the consolidated statements
of financial condition related to the Salary Plan. .

18. COMMITMENTS AND CONTINGENT LIABILITIES

The Company, from time to time, may be a defendant in legal
proceedings related to the conduct of its business. Management, after
consultation with legal counsel, believes that the liabilities, if any, arising
from such litigation and claims will not be matenal to the consolidated
financial statements. _

Letters of Credit. In the normal course of business, the Company
has various commitments and contingent liabilities, such as customers’
fetters of credit (including standby letters of credit of $40.5 million and
$51.9 million at December 31, 2012 and 2011, respectively), which are
not reflected in the accompanying consolidated financial statements.
Standby letters of credit are conditional commitments issued by the
Company to guarantee the performance of a customer to a third party.
The credit risk involved in issuing letters of credit:is essentially the
same as that involved in extending loan facilities to customers. In the
judgment of management, the financial condition of the Company will
not be affected materially by the final outcome of any letters of credit.

Reserve for Unfunded Commitments. The Company maintains
a reserve for unfunded loan commitments and-letters of credit which
is reported in other liabilities in the consolidated statements of financial
condition consistent with FASB ASC 825, Financial Instruments. As of
December 31, 2012, the Company records estimated losses inherent
with unfunded loan commitments in accordance with FASB ASC 450,
Contingencies, and estimated future obligations under letters of credit
in accordance with FASB ASC 460, Guarantees. The methodology used
to determine the adequacy of this reserve is integrated in the Company’s
process for establishing the allowance for loan losses and considers the
probability of future losses and obligations that may be incurred under
these off-balance sheet agreements. The reserve for unfunded loan
commitments and letters of credit as of December 31, 2012 and 2011
was $613 thousand and $381 thousand, respectively. Management
believes this reserve level is sufficient to absorb estimated probable
losses related to these commitments.

- Reserve for residential mortgage loans sold with recourse. The
Company maintains a reserve for residential mortgage loans sold
with recourse to third-party purchasers which is reported in other
liabilities .in the consolidated. statements of financial condition. As.of
December 31, 2012, the Company records estimated losses inherent
with residential mortgage loans sold with recourse in accordance with
FASB ASC 450, Contingencies. This reserve is determined_-b_ased upon
the probability of future losses which is calculated using historical
Company and industry loss data. The reserve for residential mortgage
ioan recourse as of December 31, 2012 and 2011 was $325 thousand
and $0, respectively. Management believes this reserve level is sufficient
{0-address. potential recourse exposure.

©)

Sun BANCORP, INC.



Leases. The following is a schedule of the. Company’s future minimum
lease payments under capital leases as of December 31, 2012

FUTURE MINIMUM LEASE PAYMENTS UNDER OBLIGATIONS
UNDER CAPITAL LEASES

Years Ended December 31, Amount
2013 _ $. 776
2014 ,, 776
2015 . ; 797
2016 . 839
2017 . ‘ 839
Thereafter 7,819
Total minimum lease payments 11,846
Less: Amount representing-interest - 4,237
Present value of minimum lease payment, net

$ 7,609

The following table shows future minimum payments under
noncancelable operating leases with initial terms of one year or more
at December 31, 2012. Future minimum receipts under sub-lease
agreements are deemed not material.

FUTURE MINIMUM PAYMENTS UNDER NONCANCELABLE
OPERATING LEASES

Years Ended December 31, * Amount
2013 - $ 4177
2014 4,110
2015 3,928
2016 3,855
2017 3,529
Thereafter 26,001

Total minimum lease payments $ 45,600

Rental expense, which is included in occupancy expense on the
Company’s consolidated statements of operations for all leases
was $4.8 million, $4.5 million and $4.5 million-for the:years ended
December 31, 2012, 2011 and 2010, respectively.

19. DERIVATIVE INSTRUMENTS AND
HEDGING ACTIVITIES i

Derivative financial instruments involve, to varying degrees, interest

rate, market and credit risk. The Company manages these risks as part
of its asset and liability management process and through crédit policies
and procedures. The Company seeks to minimize counterparty credit
risk by establishing credit limits and collateral agreements. The Company
utilizes certain derivative financial instruments fo enhance its ability to
manage interest rate risk that exists as part of its ongoing business
operations. In general, the derivative transactions entered into by the
Company fall into one of two types: a fair value hedge of a specific fixed-
rate loan agreement and an economic hedge of a derivative offering
to a Bank customer. The Company does not use derivative financial
instruments for trading purposes.

©)

Fair Value Hedges - Interest Rate Swaps. The Company has
entered info interest rate swap arrangements to exchange the periodic
payments .on fixed-rate commercial loan agreements for variable-rate
payments based on.the ane-month London Interbank Offered Rate
(“LIBOR”) without the exchange of the underlying principal. The interest
rate swaps are designated as fair value hedges under FASB ASC 815,
Derivatives and Hedging (‘FASB ASC 815”), and are executed for
periods and terms that match the related underlying fixed-rate loan
agreements. The Company applies the “shortcut” method of accounting
under- .FASB ASC 815, which -assumes there is. no ineffectiveness
as changes in the-interest-rate component of the swaps’ fair value
are expected to exactly offset the corresponding changes in-the fair
value of the underlying commercial loan agreements.  Because the
hedging arrangement is considered highly effective, changes to the
underlying benchmark interest rates considered in the valuation of these
instruments do not result in an impact to earnings; however, there may
be fair value adjustments related to credit quality variations between
counterparties, which may impact eamings as required by FASB ASG
820, Fair Value Measurements and-Disclosures (“FASB ASC 820"). The
fair value adjustments related to-credit quality were not material as of
December 31, 2012 and 2011.

The following tables provide information pertaining to mterest
rate swaps designated as fair value hedges under FASB ASC 815 at
December 31, 2012 and 2011: '

SUMMARY OF INTEREST RATE SWAPS DESIGNATED AS FAIR
VALUE HEDGES

December 31, ' 2012 2011

Balance Sheet Locatlon Notional Fair Value Notional Fair Value
Other liabilities $30,545 $(3,503) $33,663  $(4,489)
SUMMARY OF INTEREST RATE SWAPS COMPONENTS
December 31, - 2012 2011

Weighted average pay rate 6.85% 6.83%
Weighted average receive rate = . 2.22% 2.27%

Weighted average maturity in years 2.6 3.4

Customer Derivatives — Interest Rate Swaps/Caps. The
Company enters into interest rate swaps that allow our commercial
loan customers to effectively convert a variable-rate commercial loan
agreement to a fixed-rate commercial loan agreement. Under these
agreements, the Company enters into a variable-rate loan agreement
with'a customer in addition to an interest rate swap agreement, which
serves to effectively swap the customer’s variable-rate loan into a
fixed-rate loan. The Company then enters into a corresponding swap
agreement with a third party in order to economically hedge its exposure
on the variable and fixed components of the customer agreement. The
interest rate swaps with both the customers and third parties are not
designated as hedges under FASB ASC 815 and are marked to market
through earnings. As the interest rate swaps are structured to offset each
other, changes to the underlying benchmark interest rates considered
in the valuation of these instruments do not result in an impact to
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garnings; however, there may be fair value adjustments related to credit
quality variations between counterparties, which may impact earnings
as required by FASB ASC 820. The- Company recognized negative net
derivative valuation adjustments-of $2.3 million, $12.5 million and
$12.2 million during the years ended December 31, 2012, 2011 and
2010, respectively. These balances included swap termination fees of
$2.2 million, $14.6 million and $10.3 million during the years ended
December 31, 2012, 2011 and 2010, respectively. These amounts are
included in the derivative credit valuation adjustment in the consolidated
statements of operations. :

SUMMARY OF INTEREST RATE SWAPS NOT DESIGNATED AS
HEDGING INSTRUMENTS

December 31, 2012 2011 .

December 31, 2012, the Company recognized $638 thousand and
$209 thousand in positive fair:value adjustments on its held-for-sale
pipeline-and warehouse, respectively, which were included in other
non-interest-income on the consolidated statements of operations as
an increase to income. In the year ended December 31,2011, $0 in fair
value adjustments were recorded. The interest rate lock commitment
had notional amounts of $90.1 million and $98.5 million for the held-
for-sale pipeline and warehouse, respectively as of December 31, 2012,

20. INCOME TAXES

" The income tax (benefit) expense consists of the following:

'SUMMARY OF INCOME TAX (BENEFIT) EXPENSE

Balance Sheet Location  Notional Fair Value Notional Fair Value Years Ended December 31, 2012 2011 2010
Other liabilities 358,753  (40,646) 400,311 = (50,462) Deferred _ _ 20'3 42
’ Income tax (benefit) provision $(34) $10 $ 9,322

In addition, the Company has entered into an interest rate floor sale
transaction with one commercial customer. The Company entered into a
corresponding interest rate floor purchase transaction with a third party
in order to offset its exposure on the variable and fixed components
of the customer agreement. As the interest rate floors with both the
customer and the third party are not designated as hedges under FASB
ASC 815, the instruments are marked to market through earnings. As
the interest rate floors are structured to offset each other, changes to
the underlying benchmark interest rates considered in- the -valuation
of these instruments do not result in an impact to earnings; however,
there may be fair value adjustments related to credit quality variations
between counterparties, which may impact earnings as required by
FASB ASC 820. The combined notional amount of the two interest rate
floors was $15.9 million and $16.6 million at December 31, 2012 and
December 31, 2011, respectively.

. The Company has an International Swaps and Derivatives Association
agreement with a third party that requires a minimum dollar transfer
amount upon a margin call. This requirement is dependent on certain
specified credit measures. The amount of collateral posted with the third
party at December 31, 2012 and 2011 was $54.6 million and $62.6
million, respectively. The amount of collateral posted with the third party
is deemed to be sufficient to collateralize both the fair market value
change as well as any additional amounts that may be required as a
result of a change in the specified credit measures. The aggregate fair
value. of all derivative financial instruments in a liability position with
credit measure contingencies and entered into with the third party was
$44.1 million and $55.0 million at December 31, 2012 and 2011,
respectively.

Interest rate lock commitments on residential mortgages. As
a part of its normal residential mortgage operations, the Company will
enter into an interest rate lock commitment with a potential borrower.
The Company enters into a corresponding commitment to an investor to
sell that loan. at a specific price shortly after origination. In accordance
with FASB ASC 820, adjustments are recorded through earnings
to account for the net change in fair value of these transactions for
both the held-for-sale pipeline and warehouse. For the year ended

ltems that gave rise to significant portions of the deferred tax accounts
are as follows:

DETAILS OF DEFERRED TAX LIABILITY, NET

December 31, 2012 2011
Deferred tax asset: ‘
Allowance for loar losses $ 19239 $17,319
Goodwill amortization 1,262 3,263
Impairments realized on
investment securities 490 490
Fixed assets 2,596 1,588
Net operating loss carry forwards " 85,466 66,334
Alternative minimum tax credits 2,010 1,975
Other 5,194 3,804
Total deferred tax asset before 116,257 94,773
valuation allowance
Less: valuation allowance (113,398) (91,416)

Deferred tax liability:

Core deposit intangible amortization 420 1,203
Unrealized gain on investment securities 1,509 432
Deferred loan costs 2,119 1,817

Other _ 320 337
Total deferred tax liability 4,368 3,789

Net deferred tax (liability) asset $ (1509 §$ (432

The Company has $199.2 million of federal net operating loss
carryforwards at December 31, 2012 of which $38.8 million will expire
in 2030, $113.5 million will expire in 2031, and $46.9 miltion will expire
in 2032. The Company also has $268.9 million of state net operating
loss carryforwards at December 31, 2012 of which $3.0 million expire
in 2015, $37.4 million expire in 2029, $74.7 million expire in 2030,
$110.2 million expire in 2031, and $43.7 million expire in 2032.
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‘At December 31, 2012, the Company had-a valuation allowance of
$113.4 miltion against the net deferred tax asset as it is more likely than
not that the full deferred tax asset will not be: realized. Management
considered all positive and negative evidence regarding the ultimate ability

to fully realize the deferred tax assets, including past operating results and
the forecast of future taxable income. In addition, the Company is a three-
year cumulative-loss company. The net deferred tax liability of $1.5 million
relates to unrealized gains on investment securities.

The provision for income taxes differs from that computed at the statutory rate as follows:

RECONCILIATION OF FEDERAL STATUTORY INCOME TAX

2011 2010

Years Ended December 31, 2012
Amount % Amount % Amount - %
Loss before income taxes $(50,524) ‘ $(67,495) $(176,096) _
Tax computed at statutory rate (17,683)  35.0% (23624)  350%  (61,634) - 35.0%
(Decrease) increase in charge resulting from: o
State taxes, net of federal benefit (3,040) 6.0 (3,949 59 (8,514) 4.8
Tax exempt interest (net) (638) 1.3 (900) 1.3 (1,233) - 0.7
BOLI © . (695) 14 (1,037) 1.5 (726) 0.4
Nondeductible goodwill - - - = 18,980  (10.8)
Valuation allowance 21,981 (43.5) 29,524 (43.7) 61,892  (35.1)
Other, net : i 0.1) : )] 0.0 - B57 0.3
Total income tax (benefit) expense $ @9 0.1% $§ 10 0.0% $ 9322.. 1 (63I%

FASB ASC 740 clarifies the accounting for income taxes by
prescribing a minimum probability threshold that a tax position must
meet before a financial statement benefit is recognized. The minimum
threshold is defined in ASC 740 as a tax position that is more likely than
not to be sustained upon examination by the applicable taxing authority,
including resolution of any related appeals or litigation processes, based
on the technical merits of the position. The tax benefit to be recognized
is measured as the largest amount of benefit that has greater than
50% likelihood of being realized upon ultimate: setilement. ASC 740
was applied to all existing tax positions upon initial adoption. There was
no liability for uncertain tax positions and no known unrecognized tax
benefits at December 31, 2012 or 2011.

The Company recognizes, when applicable, interest and penalties
related to unrecognized tax benefits in the provision for income: taxes
in the results of operations. As of December 31, 2012, the tax year
ended December 31, 2011 was subject to examination by the Internal
Revenue Service (the “IRS”) and to state examination. During 2012, the
IRS completed its examination of the Company’s 2008 through 2010 tax
returns, which did not result in any material change to the Company’s
tax position. However, the federal statute remains open for 2009 and
2010.

21. SECURITIES PURCHASE AGREEMENTS

On July 7, 2010, the Company entered into securities purchase
agreements with WLR SBI Acquisition Co, LLC, an affiliate of WL Ross
& Co. LLC (“WL Ross”), members and affiliates of the Bank’s founding
Brown Family (the “Brown Family”), certain affiliates of Siguler Guff
& Company, LP (the “Siguler Guff Shareholders”) and certain other
institutional and ‘accredited investors (the- “Other Investors”). On
September 22, 2010, the Company completed the issuance and sale
of 4,672,750 shares of its common stock and 88,009 shares of its

Mandatorily Convertible Cumulative Non-Voting Perpetual Stock, Series
B (the “Series B Preferred Stock”) for net proceeds of $98.5 million. At the

“Company’s Annual Meeting of Shareholders held on November 1, 2010,

its shareholders approved an amendment to our Amended and Restated
Certificate -of Incorporation allowing for the conversion of the 88,009
shares of Series B Preferred Stock into 22,002,250 shares of common
stock at a conversion price of $4.00 per share.

On March 22, 2011, the Company completed a public offering of
28,750,000 shares of common stock at a public offering price of $3.00
per share, which included the full exercise of the over-allotment option
granted to the underwriters to purchase an additiorial 3;‘750‘,000‘shares
of common stock, After deducting the underwriting discount and offering
expenses payable by the Company, the net proceeds were $81.4-million.
The Company’s three- largest shareholders, WL Ross, Siguler Guff, and

~ the Brown Family, along with certain officers and directors, purchased an

aggregate of 10,193,224 shares in the offering. WL Ross and the Siguler
Guff Shareholders maintained their percentage interest in the Company in
the offering. Pursuant to the terms of the securities purchase agreements
entered into between WL Ross, the Siguler Guff Shareholders, the Brown
Family and the Company in connection with the ‘private placement of
Company securities in July 2010, each of these investors was entitled
to purchase shares in the offering at $2.85 per share which represented
thie public offering price less the underwriting discount of $0.15 per share
paid to the underwriters on the other shares sold.

OnApril 11,2011, the Company issued and sold in a private placement
transaction an-additional 3;802,131 shares at $2.85 per:share totaling
$10.8 million in additional stock proceeds pursuant to the exercise of
gross-up rights contained in the previously executed security purchase
agreements with the three investors noted above. The gross-up rights
were triggered by the underwriters’ exercise of the over-allotment
option in the public offering. On August 8, 2011, the Company issued
approximately 2,378,232 additional shares at $2.85 per share totaling
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$6.8 million in stock proceeds pursuant to the exercise ‘of gross-up::

rights. The transactions were triggered pursuant to the gross-up rights
issued to Anchorage Capital Group, LLC (“Anchorage”), in connection
with its purchase of shares in the public offering.

22; Loss PER COMMON SHARE

Basic earnings (loss) per share is computed by-dividing net income
(loss) available to common shareholders by the weighted average
number of shares of common stock outstanding, net of any treasury
shares, during the period. Diluted earnings per-share is calculated by
dividing net income (loss) available to common shareholders by the
weighted average number of shares of common stock outstanding, net
of any treasury shares, after consideration of the potential dilutive effect
of common stock equivalents, based upon the. treasury stock method
using an average market price for the period.

‘ Loss per share-was calculated as follows:
LOSS PER COMMON SHARE COMPUTATION

2012
(50,491) $

2010
(185,418)

2011
(67,505) $

Years Ended December 31,

Net loss $

Net loss available to
common shareholders

$ (50,491) $ (67,505 $ (185418

Average common

shares outstanding 85,938,714 76,653,990 28,258,953
Net effect of dilutive _

stock options - - —
Dilutive common L . R -

shares outstanding 85,938,714 76,653,990 28,258,953
Loss per share — basic $ (0.59) $ {0.88) $- (6.56)
Loss-per share — diluted -~ $ . (059 $. 0:88)- $ {6.56)
23. REGULATORY MATTERS

~The Company is subject to risk-based capital guidelines adopted-by
the FRB for bank holding companies. The Bank is also subject to similar
capital requirements adopted by the OCC. Under the requirements the
federal bank regulatory agencies have established quantitative measures
to ensure that minimum thresholds for Total Capital, Tier 1 Capital and
Leverage (Tier 1 Capital divided by average assets) ratios (set forth
in the table below) are maintained. Failure to meet minimum . capital
requirements can initiate certain mandatory, and possibly additional
discretionary, actions by regulators that, if undertaken, could have -a
direct material effect on the Company’s and the Bank’s consolidated

financial - statements. Under capital adequacy guidelines -and the
regulatory framework for prompt corrective action, the Company and
the Bank must meet specific capital guidelines that involve quantitative
measures of their assets and certain off-balance sheet items as -
calculated under regulatory practices.

The Company's and Bank’s capital amounts and classifications are
also subject to qualitative judgments by the federal bank regulators

--about components, risk weightings and other factors. The Company’s

and the Bank’s risk-based capital ratios have been computed in
accordance with regulatory practices. The Company and the Bank were
in compliance with these regulatory capital requirements of the FRB and
thé OCC as of December 31, 2012. As discussed below and elsewhere
herein, additional capital requirements have been imposed on the Bank
by the OCC, which the Bank was also in full compliance with as of
December 31, 2012.

On April 15, 2010, the Bank entered into the OCC Agreement which
contained requirements to develop and implement a profitability and
capital plan that provides for the maintenance of adequate capital to
support the Bank’s risk profile in the current economic environment.
The capital plan was also required to contain a dividend policy allowing
dividends only if the Bank is in compliance with the capital plan, and
obtains prior approval from the OCC. During the second quarter of 2010,
the Company delivered its profit and capital plans to the OCC.

. The Bank also agreed to: (a) implement a program to protect the
Bank’s interest in criticized or classified assets, (b) review and revise
the Bank’s loan review program; (c) implement a program for the
maintenance of an adequate allowance for loan losses; and (d) revise
the Bank's credit administration policies. During the second quarter

...of 2010, the Company revised and.implemented changes to. policies

and procedures pursuant to the OCC Agreement. As noted earlier in
this section, the Bank also agreed that its brokered deposits will not
exceed 3.5% of its total liabilities unless approved by the OCC. Effective
October 18, 2012, the OCC approved an increase of this limit to 6.0%.
Management does not expect that this resriction will limit its. access
to liquidity as the Bank does not rely on brokered deposits as a major
source. of funding. As of December 31, 2012, the Bank’s brokered
deposits represented 4.0% of its total liabilities.

The Bank is also subject to. individual minimum capitah ratios
established by the OCC requiring the Bank to continue to maintain
a Leverage ratio at least equal to 8.50% of adjusted total assets, to
continue to maintain a Tier 1:Capital ratio at least equal to 9.50% of risk-
weighted assets and to maintain a Total Capital ratio at least equal to
11.50% of risk-weighted assets. At December 31, 2012, the Bank met
all of the three capital ratios established by the OCC as its Leverage ratio
was 9.24%, its Tier 1 Capital ratio was 11.76%, and its Total Capital
ratio was 13.02%. '
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The following table provides both the Company’s and the Bank'’s risk-based capital ratios as of December 31, 2012 and 2011.

REGULATORY CAPITAL LEVELS

To Be Well Capitalized

For Capital Adequacy  Under Prompt Corrective

Actual Purposes Action Provisions®
Amount Ratio Amount Ratio Amount . Ratio

December 31, 2012
Total Capital (to Risk-Weighted Assets): '

Sun Bancorp, Inc. $340,111 13.72% $198,340 8.00% N/A

Sun National Bank 322,041 13.02 197,964 8.00 $247,455 10.00%
Tier 1 Capital (to Risk-Weighted Assets): ' ‘

Sun Bancorp, Inc. 293,008 11.82 99,170 4.00 N/A

Sun National Bank 290,922  11.76 98,982 4.00 148,473 6.00
Leverage Ratio: ‘

Sun Bancorp, Inc. 293,008 9.30 126,080 4.00 N/A

Sun National Bank 290,922 9.24 125,902 4.00 157,377 5.00
December 31, 2011
Total Capital (to Risk-Weighted Assets):

Sun Bancorp, Inc. $385,034 15.22%  $202,415 8.00% N/A

Sun National Bank 338,240 13.39 202,120 8.00 $252,650 10.00%
Tier 1 Capital (to Risk-Weighted Assets): ; C ,

Sun Bancorp, Inc. 353,283 13.96 101,208 400 - NA

Sun National Bank 306,534 12.13 101,060 4.00 151,590 6.00
Leverage Ratio:

Sun Bancorp, Inc. 353,283 11.09 127,381 4.00 N/A

Sun National Bank 306,534 159,050 5.00

9.64 127,240 400

(1) Not applicable for bank holding companies.

At December 31, 2012 and 2011, aithough the Company and the
Bank exceeted the required ratios for classification as “well capitalized,”
due to the fact that it was subject to the OCC Agreement, it cannot be
deemed “well capitalized.”

The Bank’s deposits are insured to applicable limits by the FDIC.
Pursuant to the Dodd-Frank Act, the Federal Deposit Insurance Act
was amended to increase the maximum-deposit insurance amount
from $100,000 to $250,000 and extended the unlimited deposit
insurance coverage for ‘noninterest-bearing transaction accounts
until December 31, 2012, at which time the extension expired. Upon
expiration, these types of deposits were only insured tp to the same
$250 thousand limit as other types of deposit accounts.

in November 2009, instead of imposing additional special
assessments, the FDIC amended the assessment regulations to require
all insured depository institutions to prepay their estimated risk-based
assessments for the fourth quarter of 2009, and for all of 2010, 2011,

and 2012 on December 30, 2009. For purposes of estimating the
future assessments, each institution’s base assessment rate in effect on
September 30, 2009 was used, assuming a five percent annual growth
rate in the assessment base and a three basis point increase in the
assessment rate in 2011 and 2010. The prepaid assessment will be
applied against actual quarterly assessments until exhausted. Any funds
remaining after June 30, 2013 will be returned to the institution. If the
prepayment would impair an institution’s fiquidity or otherwise create
significant hardship, it was able to apply for an exemption. Requiring
this prepaid assessment did not preclude the FDIC from changing
assessment rates or from further revising the risk-based assessment
system. On December-31, 2009, the Company paid the FDIC prepaid
assessment of $18.3 million, of which approximately $3.9 million
applied to 2012. The remaining prepaid assessment of approximately
$2.6 million at December 31, 2012 will be recognized as expense over
the course of the respective periods covered.
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The Company’s capital securities are deconsolidated in-accordance -
with GAAP and qualify as Tier 1 capital under federal-regulatory -

guidelines. These instruments are subject to a 25% capital limitation
under risk-based capital guidelines developed by the FRB. In March
2005, the FRB amended its risk-based capital standards to expressly
allow the continued limited inclusion of outstanding and prospective
issuances of capital securities in a bank holding company’s Tier 1
capital, subject to tightened quantitative limits. The FRB's amended
rule was to become effective March 31, 2009, and would have limited
capital securities and other restricted core capital elements to 25% of all
core capital elements, net of goodwill less any associated deferred tax
liability. On March 16, 2009, the FRB extended for two years the ability
for bank holding companies to include restricted core capital elements
as Tier 1 capital up to 25% of all core. capital elements, including
goodwill. The portion that exceeds the 25% capital limitation gualifies
as Tier 2, or supplementary capital of the Company. At December 31,
2012, the $74.1 million in capital securities qualified as Tier 1 capital.

The ability of the Bank to pay dividends tothe Company is controlled
by certain regulatory restrictions. Generally, dividends declared in a
given year by a national bank are limited to its net profit, as defined by
regulatory agencies, for that year, combined with its retained net income
for the preceding two years, less any required transfer to surplus or to
fund for the retirement of any preferred stock. In addition, a national

bank may not pay any dividends in an amount greater than its undivided

profits and a national bank may not declare any dividends if such
declaration would leave the bank inadequately capitalized. Therefore,
the ability of the Bank to declare dividends. will depend on its future
net income and capital requirements. Also, banking regulators have
indicated that national banks should generally pay dividends only out
of ‘current operating earnings. Following this guidance, the amount
available for payment of dividends to the Company by the Bank totaled
$0 at December 31, 2012. Per the OCC Agreement, a dividend may
only be declared if it is in accordance with the approved capital plan, the
Bank remains in compliance with the capital plan following the payment
of the dividend and the dividend is approved by the OCC.

24 FAR VALUE OF FINANCIAL INSTRUMENTS

The Company accounts for fatr value measurements in accordance
with FASB ASC 820. FASB ASC 820 defines fair value, establishes a
framework for measuring fair value and expands disclosures about fair
value measurements. The definition of fair value retains the exchange
price notion in earlier definitions of fair value. FASB ASC 820 clarifies
that the exchange price is the price in an orderly transaction between
market participants to sell the asset or transfer the liability in the market
in which the reporting entity would transact for the asset or liability. The
definition focuses on the price that would be received to sell the asset
or paid to transfer the liability (an exit price), not the. price that would be
paid to acquire the asset or received to assume.the liability (an entry
price). FASB ASC 820 emphasizes that fair value is a market-based
measurement, not an entity-specific. measurement and also clarifies the
application of fair value measurement in-a market that is not active.

FASB ASC 820 describes three levels of inputs that may be used to
measure fair value:

Level 1 Quoted prices in active markets for identical assets or liabilities.

Level 2 Inputs other than quoted prices. mcluded within Level 1 that are
observable for the asset or liability, either directly or indirectly.
Level 2 inputs include: quoted prices for similar assets or
liabilities in active markets; quoted prices for identical or similar
assets or liabilities in markets that are not active; inputs other
than quoted prices that are observable for the asset or liability;
and inputs that are derived principally from or corroborated by
observable market data by correlation or other means.

Level 3 Unobservable inputs that are supported by little or no market
activity and that are significant to the fair value of the assets
or liabilities. Level 3 assets and fiabilities include financial
instruments whose value is determined using pricing models,
discounted cash flow methodologies, or similar techniques, as
well as instruments for which the determination of fair value
requires sngmflcant management judgment or estimation.
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FASB ASC 820 requires the Company to dis‘closév,the fairvalue of-financial-assets on both a recurring and non-rectirring basis. Those assets and
liabilities which will continue to be measured at fair value on a recurring basis are as follows:

SUMMARY OF RECURRING FAIR VALUE MEASUREMENTS

Category Used for
; Fair Value Measurement
: Total Level 1 Level2 Level3
December 31,2012 '
Assets: : :
Investment securities available for sale: TR :
U.S. Treasury obligations o $.10011  $10,011 -$ - $ -
U.S. Government agencies - . 4,949 - 4949 -
U.S. Government agency mortgage-backed securities © 354,978 Lo 354,978 -
QOther mortgage-backed securities 286 - 286 -
State and municipal obligations 40,170 L= 40,170 -
Trust preferred securities 5882 - - 5,882
Corporate bonds 125,442 o= . 25,442 -
QOther securities 1,464 - 1,464 - -
Residential loans held-for-sale ; ‘ 99,013 - 99,013 -
Interest rate lock commitments on residential mortgages 847 - - . 847
Interest rate swaps ‘ 0 40,594 - 40594 -
Interest rate floor 2715 - - 275 -

Liabilities:

* Fair value interest rate swaps 3503 - 3,503 - -
Interest rate swaps 40,646 - 40,646 -
Interest rate floor 275 - 2715 -

December 31,2011

Assets: :

Investment securities available for sale: S o
U.S. Treasury obligations $ 12079 $12079 $ - $ -
U.S. Government agencies - = - - -
U.S. Government agency mortgage-backed securities 428,904 = 428,904 -
Other mortgage-backed securities ’ 296 - 296 -
State and municipal obligations 48,785 - 48,785 -
Trust preferred securities 4,908 - - 4,908
Corporate bonds 19,408 - 19,408 -
Other 1,165 665 500 -
Interest rate swaps 50,355 - 50,355 -
Interest rate floor 360 - 360 -

Liabilities:

Fair value interest rate swaps 4,489 - 4,489 -
Interest rate swaps 50,462 - 50,462 -
Interest rate floor 360 - 360 -

Level 1 Valuation Techniques and Inputs

U.S. Treasury securities. The Company reports U.S. Treasury securities
at fair value utilizing Level 1 inputs. These securities are priced using
observable quotations for the indicated security.

Other securities. The other securities category is comprised of
money market mutual funds. Given the short maturity structure and the
expectation that the investment can be redeemed at par value, the fair
value of these investments is assumed to be the book value.

Level 2 Valuation Techniques and Inputs

The majority of the Company’s investment securities are reported at
fair value utilizing Level 2 inputs. Prices of these securities are obtained
through independent, third-party pricing services. Prices obtained
through these sources include market derived quotations and matrix
pricing and may include both observable and unobservable inputs. Fair
market values take into consideration data such as dealer quotes, new
issue pricing, trade prices for similar issues, prepayment estimates, cash
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flows, market credit. spreads and other factors. The ‘Company; reviews
the. .output from. the-third-party- providers fer -reasonableness. by-the
pricing consistency among securities with similar characteristics, where
available, and-comparing values with other pncrng sources’ avallable to
the Company.

- In general, the Level 2. valuation process uses the followrng srgnrfrcant
inputs in determrnmg the falr value of the Companys dlﬁerent classes
of investments;

U.S. Government agency securities. These securities ‘are evaluated
based on-either a nominal spread basis for non-callable Securities
or on an option adjusted spread (“OAS”) basis for callable securities.
The nominal spread and OAS levels are derived from observations of
identical or comparable securities actively trading in the markets.

us, Government agency mortgage backed secur/t/es The Company S
agency mortgage- -backed securities generally include flxed -rate agency
mortgage-backed pools and adjustable -rate agency mortgage backed
pools. :

Fixed-rate agency mortgage- -backed pools are evaluated based on
spreads to -actively traded To-Be-Announced (“TBA”) and seasoned
securities, the pricing of which is provided by inter- dealer brokers,
broker dealers and other contributing firms active in trading the security
class. Further delineation is made by weighted average coupon (“WAC")
and weighted: average maturity (“WAM”) with spreads on individual
securities relative to actively traded securities as determlned and qualrty
controlled using 4 OAS valuations.

Adjustable-rate agency mortgage-backed pools are evaluated
on a bond equivalent: effective -margin (‘BEEM”)-basis ‘obtained-from
broker- dealers and other contributing firms active in the market. BEEM
levels are established for key sectors using characteristics such as
month-to-roll, index,-periodic and life caps and index margins and
convertibility. Individual securities are then evaluated based on how their
-characteristics map to the sectors established.

Agency collateralized mortgage obligations (“CMOs”) are evaluated
based on nominal spread and OAS values of securities with comparable
tranche type, average life, average life variance and prepayment
characteristics of the underlying collateral.

Other 'mortgage-backed securities. The Company’s other mortgage-
backed securities consist of whole loan, non-agency. CMOs. These
securities are evaluated based on generic tranche and generic
prepayment speed estimates of various types of collateral from
contributing firms and broker/dealers in the whole loan-CMO market.

State and municipal obligations. These securities are evaluated

using information on. identical or similar securities: provided by market .

makers, broker/dealers and buy-side firms, new issue sales and bid-
wanted lists. The individual securities are then priced based on mapping
the. characteristics of the security such as obligation type (general
. obligation, revenue, etc.), maturity, state discount and premiums, call
features, taxability and other considerations.

Corporate ‘bonds. The fair value measurements for corporate bonds
consider observable data that may include dealer quotes, market
spreads, cash flows, the U.S. Treasury yield curve, live trading levels,

trade execution data, market consensus prepayment speeds, credit
quality information and the bond’s terms and conditions, among other
things. If relevant and’ observable prrces are available, those valuations
would be classified as Level 2, Iff prices are not available, other valuation
technlques would be sed and the |tem would be classrfred as Level 3.

Residential-mortgage loans he/d—for -sale. Effective July 1, 2012, the
Company’s-residential mortgage loans held-for-sale were recorded at
fair value utiizing-Level 2 measurements. This fair value measurement
is. determined based upon third, party quotes obtained on similar loans.
The Company adopted the fair value option.on these loans as it believes
the -fair value -measurement. of such -loans reduces certain-. timing
differences in the Company’s financial statements and better aligns with
the management of the portfolio from a business perspective. The fair
value optien allows the Company to record the mortgage.loans held-
for-sale portfolio at fair market value as opposed to the lower of cost or
market. The adoption. of this accounting election resulted.in an increase
of $2.1 million in gain on sale of loans in the consolidated statements
of operations for the year ended December 31, 2012. The Company
economlcally hedges its resrdentlal loans held for sale portfolio with
forward sale agreements which.are reported at fair value. A lower of
cost or market accountrng treatment would not allow the Company to
record the excess of the fair market value over book value but would
requrre the Company to” record the. corresponding reduction in’ value
on the hedges. Both the loans and related hedges are carried at fair
vaiue which reduces earnings lvolatlllty as the amounts more closely
offset, particularly in environments when interest rates are declining. For -
loans held-for-sale for which the fair value option has been elected, the

_aggregate fair vajue exceeded the .aggregate principal balance by $2.1°

million as of December 31, 2012. There were no residential mortgage
loans held for sale that were nonacerual-or. 90.0r more days past due as
of December 31, 2012 or December 31, 2011. Interest income on these
loans is recognized in interest. and fees on loans in the consolidated

~ statements of operations.

Interest rate swaps.-The Company’s interest rate swaps, including
fair value interest rate swaps and small exposures in interest rate caps
and floors, are reported at fair value utilizing models provided by an
independent third-party and observable market data. When entering
into an interest rate swap agreement, the Company is exposed to- fair
value changes due to interest rate movements, and also the potential
nonperformanice of its contract counterparty. Interest rate swaps are
evaluated based on a zero coupon LIBOR curve created from readily
observable data on LIBOR, interest rate futures and the interest rate
swap markets. The zero coupon curve is used to discount the projected
cash flows on each individual interest rate swap. In addition, the
Company has developed a methodology to value the nonperformance
risk based on internal credit risk metrics and the unique characteristics
of derivative instruments, which include notional exposure rather

_ than principal at risk and interest payrent netting. The results of this

methodology are used to adjust the base fair value of the instrument for
the potential counterparty credit risk. Interest rate caps and floors are
evaluated using industry standard options pricing models and observed
market data on LIBOR and Eurodollar option.and cap/floor volatilities.

(@)
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Level 3 Valuation Techniqueo and Inputs

Trust preferred secur/tres The trust preferred securrtles are evaluated
based on whether the security is an oblrgatlon of a single issuer or part
of a securitization pool For single issuer obligations, the Company Uses
present value cash flow models which incorporate the contractual cash
flow for each. issue’ adjusted ‘as necessary for: any potential changes
in amount or: timing of cash flows. The cash flow 'model of a pooled
issue incorporates anticipated loss rates and-severities.of the underlying
collateral as well as credit support provided within the securitization. At
least quarterly, the Company’s-Treasury personnel review the modeling

assumptions and the discount and forward rates. Changes in these

assumptions could potentially have a significant impact on the fair value
ofvthe trust preferred securities. The cash-flow model for ‘the pooled
issue owned by the Company at December 31, 2012 assumes Ro
recovery on defaulted collateral, no recovery on securities in deferral
and an additional 3.6% future default rate assumption on-the remamlng
performing collateral every three years with no recovery rate.

For trust preferred securities, projected cash flows are discounted at
a rate based on a trading group of similar securities quoted on the New
York Stock Exchange (“NYSE") or over-the-counter markets which is
reviewed for market data points such as credit rating, maturity, price and
liquidity. The Company indexes the market securities to a comparable
matunty mterest rate swap to determine the market spread, whlch

is"then used as the discount raté in the cash flow models. As of the
reporting date, those market spreads were 6.0% for the pooled security
and 10.0% for the single issuer that is-currently deferring interest
payments.’An increase or decrease of 3% in the discount rate on the
pooled issue would result in a decrease of $1.3 million or an increase
of. $2.2 million: in the security fair value, respectively. An increase or
decrease-of 3% in the discount rate on the single issuer would result in
a decrease of $407 thousand or an increase of $649 thousand in the
security fair value, respectively,

Interest rate lock commitments -on residential morigages. The
determination of the fair-value of interest rate fock commitments is
based on agreed upon-pricing with the respective investor on each loan
and includes a pull through: percentage. The pull through percentage
represents an estimate of loans in the pipeline to be delivered to an
investor versus: the total loans commttted for delivery, Significant
changes in thls mput could result in a significantly hrgher or lower fair
value measurement. As the pull through percentage is a significant
unobservable input, this is deemed a Level 3 valuation input. The pull
through percentage, which is based upon historical experience, was
70% as of December 31, 2012. An increase or decrease of 20% in the
pull through assumption would result in' a positive or negative change
of $236 thousand in the fair value of interest rate lock commitments.
The fair value of interest rate lock commrtments was $847 thousand at
December 31, 2012

The fotlowrng provides details of the Levet 3 fair value measurement activity for the years ended Decémber 31, 201 2 and 2011

FAIR VALUE MEASUREMENTII'S USING SIGNIFICANT UNOBSERVABLE INPUTS - LEVEL 3 TRUST PREFERRED SECURITIES

For the Years Ended December 31

2012

Balance, beginning of yéar -
Total gains (losses), realrzed/unreallzed
Included in earnings
Included in accumulated other comprehenswe income (Ioss)
- Purchases
Maturities
‘Prépayments
Calls
Transfers into Level 3

$4,908

Balance, end of year

$5,882

(1) Amount included in net impairment losses on available for sale seeurities of the Cons_olidated statements of operations.

FAIR VALUE MEASUREMENTS USING SIGNIFIGANT UNOBSER\IABLE INPUTS - LEVEL 3 INTEREST RATE LOGK COMMITMENTS ON

RESIDENTIAL MORTGAGES:

For the Years Ended December 31,

2012

Balance, beginning of year

Total gains-{losses), realized/unrealized:

Included in other income :

Included in accumulated other comprehenswe income (loss) -
Transfers into Level 3

$ - $-

847 -

Balance, end of year

$847 -

©),
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Certain assets are measured at fair value on a non-recurring basis;

that is, the instruments are not measured at fair value on an ongoing
basis, but are subject to fair value adjustments in certain circumstances
(for example, when there is evidence of impairment). The Company
measures commercial real estate loans, impaired loans, SBA servicing

SUMMARY OF NON-RECURRING FAIR VALUE MEASUREMENTS

Category Used for Fair Value Measurement

assets, restricted equity investments and loans or bank properties
transferred into other real estate owned at fair value on a non-recurring
basis. At December 31, 2012 and 2011, these assets were valued in
accordance with GAAP and the following table summarizes these assets
requiring fair value disclosure under the provisions of FASB ASC 820.

. Total (Lossés)
Gains Or Changes

Total Level 1 Level 2 Level 3 in Net Assets
December 31, 2012
Assets:
Impaired loans ‘ $ 75,550 $- $ - $ 75,550 $(33,105)
~ Commercial real estate foans held-for-sale 21,922 - 21,922 - " 5,890
Real estate owned ‘ 1,881 - - 1,881 (1,322)
SBA servicing asset , 389 - - 389 . (95)
December 31, 2011
Assets:
Impaired loans $82,031 $- $ - $82,031 $(90,390)
Real estate owned 2,272 - - 2,272 (666)

Under FASB ASC 31 0, collateral dependent impaired loans are based
on the fair value of the underlying collateral which is based on appraisals.

it is the policy of the Company to obtain a current appraisal or evaluation .

when a loan has been identified as non-performing. The type of appraisal
obtained will be commensurate with the size and complexity of the loan.
The resulting value will be adjusted for the potential cost of liquidation.
New appraisals are obtained on an annual basis, at a minimum, until the
loan is repaid in full, liquidated or returns to performing status.

While the loan policy dictates that a loan be assigned to the special
assets department when it is downgraded to classified, there is a need for
loan officers to consistently and accurately determine collateral values
when a loan is initially designated as criticized or classified. The most
effective means-of determining the fair value of real estate collateral

at a point in time is by obtaining a current appraisal or evaluation of
the property. In anticipation of the receipt of a current appraisal or
evaluation, the Company has provided for an alternative and interim
means of determining the fair value of the real estate collateral.

The most recent appraised or reported value of the collateral securing
a loan, net of a discount, is the Company’s basis for determining fair
vaiue. The discount is based on the age of the existing appraisal or
evaluation and on the nature of the property. Values developed from the
discounting of real estate and equipment collateral will be subjectto a
further 10% discount for the cost of liquidation based on the net value
of the collateral.

©)
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The-following steps are taken to determine the fair value of commercnal real estate secunng a Ioan that-will be potentially subject to impairment:

Loan Category Used for |mp.||rment Rewew

B L Method of Determining the Value

Loans less than $1 million :
Loans $1 million or greater
Existing appraisal 18 months or less
Existing appraisal greater than 18 months

Commercial loans secured primrarily by residential real estate
Loans less than $1 million
Loans $1 million or greater

Non-conimercial loans secured primarily by re3|dent|al real estate
Loans less than $250,000

.- Loans $250,000 or greater - -

cs7T o cor o Evaluation or restricted use appraisal

Bgstr_icted use appraisal
*vSummary form appraisal

Automated valuation model
Summary form appraisal

* Automated valuation'model or+
Summary form appraisal
Summary form apprausa!

‘An evaluation report, as defined by the OCC, is a written report
prepared by an appraiser that describes the real estate collateral, its
condition, current and projected uses and sources of information used
in the analysis, and provides an estimate of value in situations when an
appraisal is not required.

A restricted use appraisal report is defined as a written report
prepared under the Uniform Standards.of Professional Appraisal Practice
(“USPAP”). A restricted use appraisal is for the Company’s use only and
contains a brief statement of information significant to the- solution of
the appraisal problem This -report can be used for ongomg collateral
monitoring. , : »

A summary form appraisal report is defined as a written report
prepared under the USPAP which contains a detailed summary of
all information significant ‘to the solution of ‘the -appraisal problem:
This report is more detailed than a restricted use report and: provides
sufficient information to enable the user to understand the rationalé for
the opinions and conclusions in the report. ' SR

An automated vafuation medel is an internal computer‘pr‘ogram/'that
estimates a property’s market value based on market, economic, and
demographic factors.

On a quarterly basis, or mere frequently as necessary, the Company
will review the circumstances of each collateral dependent loan and real
estate owned property. A collateral dependent loan is defined as one that
relies solely on the operation or the sale of the collateral for repayment.
Adjustments to any specific raserve relating to a collateral shortfall, as
compared to the outstanding loan balance, will be made if justified by
appraisals, market conditions or current events concerning the credit.

All appraisals received which are utilized to determine valuations for
criticized and classified loans or properties placed in real estate owned
are provided under an “as is value”. Partially charged off loans are
measured for impairment upon receipt of an updated appraisal based
on the relationship between the remaining balance of the charged down
loan and the discounted appraised value. Such loans will remain on non-
accrual status unless performance by the borrower warrants a return to
accrual status. Recognition of non-accrual status occurs at the time a
Joan can no longer support principal and interest payments in accordance

with the onqmal terms and conditions of the Ioan documents. When
impairment is-determined, a specific reserve reflecting“any calculated
shortfall between the value of the collateral and the outstanding balance
of the loan is recorded. Subsequent adjustments, prior to receipt of a
new appraisal, to any specific reserve relating will be made if justified by
market conditions or current events concerning the credit. If an internal
discount-based- evafuation is being used, the discount percentage

* may be adjusted to reflect market changes changes to the collateral

value of similar credits or circumstances of the individual credit itself.
The amount of charge-off is determined by-calculating the. difference
between: the current loan:balance.and the current collateral valuation,
plus estimated cost to liguidate. .

Impaired loan fair value measuréments are based tipon unobservable
inputs:: and' therefore, are: categorized as a Level 3- measurement.
Specific reserves were calculated for impaired loans with an aggregate
carrying amount-of -$5.8 million and $24.1 million at December 31,
2012 .and: 2011, respectively. The collateral underlying these loans
had a fair value of $4.8 million-and $18.7 million, ingluding a specific
reserve in-the allowance: for loan losses of $1.0 million and $5.4 miltion
at December 31, 2012 and 2011, respectively. There were charge-offs
of $2.0 million. and $20.6. millien during the years ended: December
31, 2012 and 2011, respectively. No specific reserve was calculated
for impaired loans with an aggregate carrying amount of $70.8 million
and $63.3 million at December 31, 2012 and 2011, respectively, as the
underlying coliateral was not below the carrying amount; however, these
loans did include charge-offs of $30.1 million and $64.4 million during
the years ended December 31, 2012 and 2011, respectively.

Once a loan is determined to be uncollectible, the underlying collateral
is repossessed and reclassified as real estate owned. The balance of
other real estate owned aiso includes bank properties transferred from
operations. These assets are carried at lower of cost or fair value of the
collateral, less cost to sell. In some cases, adjustments are made to the
appraised values for various factors including age of the appraisal, age
of comparable properties included in the appraisal, and known changes
in the market and the collateral. During the year ended December 31,
2012, the Company recorded a decrease in fair value of $733 thousand
on six bank properties, $439 thousand on six commercial properties,
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and $149thousand on four residential properties. During the year
ended December 31, 2011, the Company recorded a decrease in fair
value of $406 thousand on five bank properties and $260 thousand on
two commercial properties. The adjustments to the bank, commercial,
and residential properties were based upon unobservable inputs, -and
therefore categorized as Level 3 measurements. Total real estate owned
measured at fair value at December, 31, 2012 and 2011 was $1.9
million and $2 3 million, respectively.

From time to time, the Company may identify commercial loans whrch it
intends to sell to-a third-party. The Company signed a definitive agreement
on January 17, 2013 to sell $45.8 million of loans, having a book bafance
of $35.1 million, to a third-party investor for gross proceeds of $21.9
million. As the formal approval to sell these loans occurred during 2012,
the related loans were transferred to held-for-sale as of December 31,
2012 at lower of cost or estimated fair value. The estimated fair value was
determined based upon the agreed upon sales price with the third-party
purchaser, which is considered a Level 2 input, and resulted in a net loss
of $5.9 million upon transfer to loans held-for-sale.

The SBA servicing assets are reviewed for impairment in accordance
with FASB ASC 860, Transfers and Servicing . Because loans are sold
individually and not pooled, the Company does not stratify groups
of loans based on risk characteristics for purposes of measuring

impairment. The .Company measures the SBA servicing assets by
estimating the present value of expected future cash flows for each
servicing asset, based on their unique characteristics and market-based
prepayment assumptions. This is a Level 3 input. A valuation aflowance
is recorded for the amount by which the carrying amount of the servicing
asset exceeds the calculated fair value. The Company.had a valuation
allowance of $118 thousand and $23 thousand on its SBA servicing
assets at December 31,2012 and 2011, respectively.

In accordance with ASC 825-10-50-10, Fair Value of - Financial
Instruments, the Company is required to disclose. the fair value of its
financial instruments. The fair value of a financial instrument is the
current amount that would be exchanged between willing parties,
other than in a distressed sale. Fair value is best determined using
observable market prices; however, for many of the Company’s financial
instruments, no quoted market prices are readily available. In instances
where quoted market prices are not readily available, fair value is
determined using cash flow models or other techniques appropriate
for the particular instrument. These techniques involve some degree of
judgment and, as a result, are not necessarily indicative of the amounts
the Company would realize in & current market exchange. Utilizing
different assumptions or estimation technrques may have a matenal‘
effect on the estimated fair value.

CARRYING AMOUNTS AND ESTIMATED FAIR VALUES OF FINANCIAL ASSETS AND LIABii.ITIES

December 31, 2012 201
" Carrying Estimated Carrying Estimated
Amount Fair Value Amount Fair Value
Assets ) R
Cash and due from banks $ 77564 $ 77564 $ 68,773 $ 68,773
Interest-earning bank balances 92,052 92,052 51,049 51,049
. Investment securities available for sale 443,182 443,182 515,545 515,545
. Investment securitiés held to maturity 912 960 1,344 1,413
Loans receivable, net 2,203,307 2,055,025 2,215,785 2,031,013
Loans held-for-sale 123,005 123,005 23,192 23,287
Hedged commercial loans 26,980 30,477 33,670 38,148
Restricted equity investments 17,886 17,886 15,826 15,826
~ Interest rate lock commitments on residential mortgages 847 847 - =
Interest rate swaps 40,594 40,594 - 50,355 50,355
~ Interest rate floor 275 275 360 360
Liabilities:
Demand deposits 1,751,183 1,729,671 1,772,386 1,797,554
Savings deposits 264,155 262,636 262,044 264,469
Time deposits 697,886 695,093 633,547 638,036
Securities sold under agreements to repurchase customers . 1,968 1,968 5,668 5,668
Advances from FHLBNY 61,415 62,784 2,733 3,017
."Securities sold under agreements to repurchase — FHLBNY - - 15,000 15,382
Junior subordinated debentures : 92,786 57,072 92,786 46,973
" Fair value interest rate swaps 3,503 3,503 4,489 4,489
Interest rate swaps 40,646 40,646 50,462 50,462
Interest rate floor . 275 - 275 360 - 360

(1) Includes positive market value adjustment of $3.5 million and $4.5 million at December 31, 2012 and December 31, 2011, respectively, which is equal to the change in value of related
interest rate swaps designated as fair value hedges of these hedged loans in accordance with FASB ASC 815.
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Cash and cash equivalents. For cash and cash equivalents, the
carrying amount is a reasonable estimate of fair value. This is a Level 1
fair value input. ’ ‘

Investment securities. For investment securities, fair values are
based on a combination of quoted prices for identical assets in active
markets, quoted prices for similar assets in markets that are either
actively or not actively traded and pricing models, discounted cash flow
methodologies, or similar techniques that may contain unobservable
inputs that are supported by little or no market activity and require
significant judgment. The fair value of held-to-maturity securities is
measuired utilizing Level 2 inputs.

Loans receivable. The fair value of loans receivable is estimated
using a discounted cash flow analysis. Projected future cash flows are
calculated using loan characteristics, and assumptions of voluntary and
involuntary prepayment speeds. For performing loans Level 2 inputs are
utilized as the cash flow analysis is performed using available data on
the performance of similar loans. Projected cash flows are prepared
using discount rates believed to represent current markst rates. For
non-performing loans, the cash flow assumptions are considered
Level 3 inputs as market data is not readily available.

Loans held-for-sale. |oans held-for-sale includes residential
mortgage loans that are originated with the intent to sell. At
December 31, 2012, these lcans were recorded atf fair value as the
Company elected the fair value option under FASB 825, effective July
1, 2012. At December 31, 2011, loans held-for-sale were recorded at
the lower of amortized cost or fair value. The fair value of loans held-for-
sale is valued using the quoted marketprice of such loans, which is a
Level 2 input. At December 31, 2012, loans held-for-sale aiso included
$21.9 million of commercial real estate loans recorded at lower of cost
or estimated fair value for which the fair value was determined based
upon the agreed upon sales price with the third-party purchaser.

Hedged commercial loans. The hedged commercial loans are one

component of a declared hedging relationship as defined under FASB .

ASC 815. The Interest Rate Swap component of the declared hedging
relationship is carried at their fair value and the carrying value of the
commercial loans includes a similar change in fair values. The fair value
of these loans is measured utilizing Level 2 inputs.

Restricted equity securities. Ownership in equity securities of FRB,
FHLBNY, and Atlantic Central Bankers Bank is restricted and there is no
established market for their resale. The carrying amount is a reasonabie
gstimate of fair value. As these securities are readily marketable, the fair
value is based on Level 2 inputs.

Interest rate lock commitments on residential mortgages. The
fair value of interest rate lock commitments is estimated using pricing
from existing purchase commitments on each loan in the pipeline.
This value is adjusted for a pull through estimate which is determined
based on historical experience with loan deliveries from the residential
mortgage pipeline. As this estimate is unobservable and can resuilt in
significant fluctuation in the fair value determination, this is considered
a Level 3 input under the fair value hierarchy.

Interest rate swaps/floors and fair value interest rate swaps.
The Company's derivative financial instruments are not exchange-traded

and therefore are valued utilizing models with the primary input being.

readily observable market parameters, specifically the LIBOR swap
curve. In addition, -the Company ‘incorporates a qualitative fair value
adjustment related to credit quality variations between counterparties as
required by FASB ASC 820. This is a Level 2 input.

‘Demand deposits, savings deposits and time deposits. The
fair value of demand deposits and savings deposits is determined by
projecting future cash flows using an estimated economic life based
on account characteristics, a Level 2 input. The resulting cash flow is
discounted -using rates available on alternative funding sources. The
fair value of time deposits is estimated using the rate and maturity
characteristics of the deposits to estimate their cash flow. This cash flow
is discounted at rates for similar term wholesale funding:

' 'Securities sold under agreements to repurchase - customer.
The fair value is estimated to be the amount payable at the reporting
date. This is considered a Level 2 input.

Securities sold under agreements to repurchase — FHLBNY
and FHLBNY advances. The fair value is estimated through Level 2
inputs by determining the cost or benefit for early termination of the
individuat borrowing. . '

Junior subordinated debentures. The fair value was estimated
by discounting approximate cash flows of the borrowings by yields
estimating the fair value of similar issues. The valuation model -
considers current market spreads known and anticipated credit-losses
of the underlying collateral, term and reinvestment period and market
transactions of similar issues, if available. This is a Level 3 input under
the fair value hierarchy. '

The fair value estimates presented herein are based on pertinent
information available to management as of December 31, 2012 and
2011. Although management is not aware of any factors that would
significantly affect the estimated fair value amounts, such amounts have
not been comprehensively revalued for purposes of these consolidated
financial statements since those dates and, therefore, current estimates
of fair value may differ significantly from the amount presented herein.

25. RELATED PARTY TRANSACTIONS

Certain officers, directors and their associates (related parties)
have loans and conduct other transactions with the Company. Such
transactions are made on substantially the same terms, including
interest rates and collateral, as those prevailing at the time for other
non-related party transactions. Related party activity for the years ended
December 31, 2012 and 2011 is summarized as follows:

SUMMARY OF LOANS TO RELATED PARTIES

At or for the Years Ended December 31, .2011

2012
Balance, beginning of year -$57,753  $ 68,259
Additions - 5,947 5,980
Repayments (5,879) (16,486)
Balance, end of year $57,821 $ 57,753

®
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Interest income earned on related party loans was $2:0 millien
and $1.7 million for the years ended December 31 2012 and 2011,
‘respectively. :

Certain office space of the Company is leased from compames
affiliated with the Chairman of the Company’'s Board of Directors
under separate agreements with the Company. Terms of these three
agreements at December 31, 2012 are as follows: '

SUMMARY OF LEASES WITH AFFILIATES TO THE CHAIRMAN
OF THE BOARD OF DIREGTORS

Annual : ‘ * Annual

Rental Renewal Option = Rental

December 31,2012 Payment Remaining Increases
Expiration date: ‘ )

~October 2027 - $1,136 2 five-year terms - CPI

August 2025 506 4 five-year terms Fixed

June 2029 @ 269 4 five-yearterms = - CPI

(1) This lease is recorded as a $4.7 million oblrgaﬂon under caprtal Iease at
December 31, 2012. :

(2) This lease is recorded as a $2.9 million obhgatron under caprtal lease at
December 31, 2012.

Certain office space of the Company is leased. from companies
affiliated with certain Directors under separate agreements with the
Company. Terms of these two agreements at December 31, 2012 are
as follows:

SUMMARY OF LEASES WITH AFFILIATES TO THE DIRECTORS ~

Annual - . - Annual

Rental Renewal Option Rental

December 31,2012 Payment Remaining Increases
Expiration date: e .

January 2017 $167  1five-yearterms - Fixed

January 2027 © 174 4 five-year terms " Fixed

The Company believes that each of the related party transactions
described above were on terms as fair to the Company as could have
been obtained from unaffiliated third parties.

©
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26. CONDENSED FINANCIAL INFORMATION OF
PARENT COMPANY

The condensed financial statements of Sun Bancorp, Inc. are as follows:

CONDENSED STATEMENTS OF FINANCIAL CONDITION

December 31,

Assets:
Cash and due from banks
Investments in subsidiaries:
Bank subsidiaries
Non-bank subsidiaries
Accrued interest receivable and other assets
Total assets

2012 2011

$ 17,962 $ 47,614

334,584 352,333
2,786 2,786
2,040 1,302

$357,372 $404,035

Liabilities and Shareholders’ Equity:
Liabilities
Junior subordinated debentures
Other liabilities 1,991 2,166
Total liabilities 94,777 94,952
Shareholders’ equity 262,595 309,083

Total liabilities and sharsholders’ equity $357,372 $404,035

GONDENSED STATEMENTS OF OPERATIONS

Years Ended December 31,

2012 2011 2010
interest expense $(2594) $ 2997 § (4,117)
Management fee 3,438 5172 6,936
Other expenses (3,791) (5,054 (6,734)
Loss before equity in undistributed
loss of subsidiaries and income
tax benefit (2,947) (2,879 (3,915)
Equity in undistributed loss
of subsidiaries (48,560) (65,614) (182,850)
income tax benefit 1,016 988 1,347
Net loss available to '
common shareholders $(50,491) $(67,505) $(185,418)

$ 92,786 $ 92,786

©

N

CONDENSED STATEMENTS OF CASH FLOWS

Years Ended December 31, 2012 2011
Operating activities:
Net loss

Adjustments to reconciie net
{loss) income to net cash used - -
in operating activities:
Undistributed loss of subsidiaries 48,561  .65,614
Stock-based compensation @) 110
Change in assets and liabilities
. hich provided (used) cash:
Accrued interest receivable.and -
. other assets
Accounts payable and other
liabilities

024 498

(235) 291

'$(50,491) $ (67,505) $(185,418)

Net cash (used.in) provided by

operating activities " (3,264)
investing activities: - S o
Payments for investments in and
advances to subsidiaries

(992)

(28,000)  (64,000)

Net cash used in-investing

activities (28,000)  (64,000)

Financing activities:
Praceeds from issuance of

.- preferred stock and warrant - =
Redemption of preferred stock - -
Preferred stock issuance costs - -
Proceeds from issuance of S

1,612 100,077

common stock
*"Net cash provided by financing
~ activities 1,612 100,077
Net (decrease) increase in cash (29,652) 35,085
Cash, beginning of year 47,614 12,529

Cash, end of year

* Kk ok ok kK

SuN BANCORP, INC.

$17,962 $ 47614 § 12,529



SUMMARIZED QUARTERLY FINANCIAL DATA (UNAUDITED) -

The following table presents summarized quarterly data for 2012 and 2011 (amounts are-in thousands, except per share amounts).

QUARTERLY DATA
Three Months Ended : ' December 31,  September 30, June 30; March 31,
2012 o
Interest income $ 28,155 $28,469 .. $29,402 $ 29,407
Interest expense , N . 4,174 4,135 4,519 4,757
Net interest income } - . 23,981 24,334 124,883 24,650
Provision for loan losses ® ' ‘ ‘ 24,154 1,868 510 30,683
Non-interest income o o - 6,816 9,588 7,527 5,519
Non-interest expense o ' _ - o 31,597 30,860 30,587 * 21,564
(Loss) income before income taxes o -~ (24,954) 1,194 1,313 " (28,078)
Income tax expense (benefit) , o - (34) - -
Net (loss) income available to common shareholders .. , $(24,954) 1,228 1,313 (28,078)
Loss per common share—basic : L - $ (0.29) $ o001 $ 002 $ (0.33)
Loss per common share—diluted : o : $ (0.29) $ 0.01 $ 0.02 $ (033
2011 | : R .o » o
Interest income , o $ 30,816  $31,510  $32,305 $ 32,049
Interest expense ‘ e 5087 ' 5329 5813 6,923
Net interest income ' _ ; " . 25,729 26,181 - 26,492 - 25,126
Provision for loan losses o 6,826 . 2321 4836 60,283
Non-interest income (Joss) @ ' ' , ‘ 6,804 5770 4,993 (4,099
Non-interest expense ’ 27,226 26,973 28,244 27,782
{Loss) income before income taxes (1,519 2,657 (1,595) (67,038)
Income tax expense (benefit) - 23) 4 29
Net {loss) income available to common shareholders $ (1,519 2,680 . (1,599 (67,067)
Loss per common share—basic $ (02 $ 03 $ (02 $ (1.25)
Loss per common share—diluted $ (02 $§ .03 $ (02 $ (1.25

(1) During the fourth quarter of 2012, the $24.2 million of provision for loan losses recorded by the Company included $6.7: million relating to accelerated resolutions of three non-
performing commercial real estate relationships, $5.9 million for the transfer of commercial real estate loans to held-for sale and $4.3 million for additional reserves required from-the
impact of Hurricane Sandy. e .

(2) During the first quarter 2011, the Company recognized negative fair value credit adjustments of $8.4 million and a pre-tax OTT! charge of $250 thousand on a single-issuer trust
preferred security. ‘ ‘

Basic and diluted loss per share are computed independently for each of the quarters presented. Conséquently, the sum of the quarters may not
equal the annual loss per share.

©)
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ComMON Stock PRICE RANGE AND DIVIDENDS (UNAUDITED) .

Shares of the Company’s common stock are quoted on the NASDAQ
Global Select Market under the symbol “SNBC”. The following table sets
forth the high and low sale prices (adjusted for stock dividends) for the
common stock for the calendar quarters indicated, as published by the
NASDAQ Stock Market. - -

COMMON STOCK PRICE RANGE _
) High Low

2012 v

Fourth Quarter $3.55 $2.80
Third Quarter $3.39 $2.56
Second Quarter $362  $2.21
First Quarter $3.69 $2.40
2011 . ' .

Fourth Quarter $3.17 $2.18
Third Quarter $3.80 $2.33
Second Quarter $3.96 $3.25
First Quarter $4.95 $3.05

There were 926 holders of record of the Company’s common stock as
of March 8, 2013. This number does not reflect the number of persons
or entities who held stock in nominee or “street” name through various
brokerage firms. At March 8, 2013, there were 86,258,106 shares of
the Company’s common stock outstanding. ‘

- To date, the Company has not paid cash dividends on its common
stock. Future declarations of dividends by the Board of Directors would
depend upon a number of factors, including the Company’s and the
Bank’s financial condition and results of operations, investment
opportunities available to the Company or the Bank, approval of the
0CC, capital requirements, regulatory limitations, tax considerations, the
amount of net proceeds retained by the Company and general economic
conditions. No assurances can be given that any dividends will be paid
or, if payment is made, will continue to be paid.

The ability of the Bank to pay dividends to the Company is controlled
by certain regulatory restrictions. Generally, dividends declared in a
given year by a national bank are limited to its net profit, as defined by
regulatory agencies, for that year, combined with its retained net income
for the preceding two years, less any required transfer to surplus or to
fund for the retirement of any preferred stock. In addition, a national
bank may not pay any dividends in-an amount greater than its undivided
profits and a national bank may not declare any dividends if such
declaration would leave the bank inadequately capitalized. Therefore,
the ability of the Bank to declare dividends will depend on its future
net income and capital requirements. Also, banking regufators have
indicated that national banks should generally pay dividends only out of
current operating earnings. Further, per the OCC Agreement, a dividend
may only be declared if it is in accordance with the approved capital

- plan, the Bank remains in compliance with the capital plan following

the payment of the dividend and the dividend is approved by the OCC.
As a result of these restrictions, the amount available for payment of
dividends to the Company by the Bank totaled $0 at December 31,2012,

©)
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STOCK PERFORMANCE (UNAUDITED)

The following table provides a stock performance graph comparing cumulative total shareholders return on the Common Stock with () the
cumulative total shareholder return on stocks of all U.S. companies that trade on the NASDAQ Stock Market and (b) the cumulative total shareholder
- return on stocks included in the NASDAQ Bank index, as prepared for the NASDAQ by the Center for Research in Security Prices (“CRSP”) at the
University of Chicago. All investment comparisons assume the investment of $100 at December 31, 2007. The cumulative returns for the NASDAQ
Stock Market and the NASDAQ Bank index are computed assuming the reinvestment of dividends. ' '

Comparison of 5 Year Cumulative Total Return
Assumes Initial Investment of $100

December 2012
150 — -
125 ‘ . . L
. v ‘ -/T i
=
S
x
(]
©
£
0 T | | T
12/31/07 12/31/08 . 12/31/09 12/31/10 - 12/3111 12/31/12
e SUN Bancorp, Inc.
eefll—— (RSP NASDAQ U.S. Companies
+ CRSP NASDAQ Bank index
CUMULATIVE TOTAL RETURN
December 31, 2007 2008 2009 2010 2011 2012
CRSP NASDAQ U.S. Companies : $100.0 $60.0 $87.2 $103.1 $102.3 $120.4
CRSP NASDAQ Bank index 100.0 78.5 65.7 74.9 67.1 79.6
Sun Bancorp, Inc. @ 100.0 498 26.2 32.4 16.9 24.7

(1) The cumulative return for Sun Bancorp, Inc. reflects a 5% stock dividend paid in May 2007, May 2008 and May 2009 and has been calculated based on the historical closmg prices
of $15.78, $7.49, $3.75, $4.64, $2.42 and $3.54 on December 31, 2007, 2008, 2009, 2010, 2011 and 2012, respectively.

There can be no assurance that the Gompany’s future stock performance will be the same or similar to the historical stock performance shown in
the table. The Company neither makes nor endorses any predictions as to the stock performance.

ADDITIONAL INFORMATION

The Company’s Annual Report on Form 10-K (excluding exhibits) for the fiscal year ended December 31, 2012 is available without charge upon
written request to Sun Bancorp, Inc. Shareholder Relations, 226 Landis Avenug, Vineland, NJ 08360.
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SUN BANCORP, INC. AND SUBSIDIARIES
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